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Postscript 
Sir: 


In the January, 1948 issue of TAxEs, I 
discussed the effect of the Durst Production 
Corporation case on the accrual date of New 
York State franchise tax. In that case, it 
was held, with respect to a May 31, 1944 
fiscal year, that the tax accrued on the last 
day of that year. I pointed out that the 
case was, in my opinion, decided correctly, 
but should, in spite of its broad language, 
be considered as applicable only to certain 
situations enumerated in my article. 


The Commissioner of Internal Revenue 
has now announced his acquiescence, but 
“only” as “to the result.” The Bureau thus 
seems to be in accord with my view, except, 
possibly, that it continues to adhere to its 
previous ruling that the tax under the pres- 
ent local statute accrues on the first day of 
the tax year. A discussion of that position 
was included in my article. 

GERHARD J. MAYER 
ELMSFORD, NEW YORK 


Double Tax 
Sir: 


May I take the liberty of presenting to 
you a suggestion which has been placed 
before the Hon. Eugene D. Millikin, Chair- 
man of the Finance Committee, and the 
Hon. Harold Knutson, Chairman of the 
Ways and Means Committee of the House 
of Representatives. The suggestion relates 
to the federal income tax on individuals 
and has to do with a plan for eliminating 
by successive stages the present double 
taxation of corporate dividends received by 
stockholders. 


The present plan works unfairness against 
the small stockholder, who receives only a 
few dollars in dividends, but who pays, with 
respect to the tax levied on corporate earn- 


ings prior to distribution as dividends, the 
same rate as the stockholder with a larger 
dividend income. This seems to be a dis- 
crimination against the smaller stockholder. 
. We should like to present for considera- 
tion this proposal: 

(1) With respect to income received 
during the calendar year beginning January 
1, 1948, an individual may exclude from his 
gross income twenty-five per cent of the 
amount of dividends he receives on the 
shares of stock of domestic and foreign 
corporations, but this exclusion shall not 
exceed $5,000. 


(2) With respect to income received dur- 
ing the calendar year beginning January 1, 
1949, an individual may exclude from his 
gross income fifty per cent of the amount 
of dividends he receives on the shares of 
stock of domestic and foreign corporations, 
but this exclusion shall not exceed $10,000. 


(3) With respect to income received dur- 
ing the calendar year beginning January 1, 
1950, an individual may exclude from his 
gross income seventy-five per cent of the 
amount of dividends he receives on the 
shares of stock of domestic and foreign 
corporations, but this exclusion shall not 


exceed $15,000. 


(4) With respect to income received dur- 
ing the calendar year beginning January 1, 
1951, an individual may exclude from his 
gross income one hundred per cent of 
the amount of dividends he receives on the 
shares of stock of domestic and foreign 
corporations, but this exclusion shall not 


exceed $20,000. 


(5) With respect to income received dur- 
ing the calendar year beginning January 1, 
1952, and thereafter, an individual may ex- 
clude from his gross income one hundred 
per cent of the amount of dividends he 
receives on the shares of stock of domestic 
and foreign corporations, regardless of 
amount. 


PHILADELPHIA CHARLES M. TAYLOR 
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Where's That Refund? 


The Bureau’s new telephone number in 
Washington is Sterling 8400. 


With Apologies to Tax News Letters 


Here is our prediction: the Treasury will 
be much concerned with the problem of vol- 
untary disclosures. It may ask that cer- 
tainty in this procedure be made the subject 
of legislation, and then it may not. (Aw, 


we're not so smart. Murray Rachlin—‘Vol- ° 


untary Disclosures in Tax Fraud and Eva- 
sion Cases, April, 1947”—let us see his 
correspondence with Knutson and Colin 
Stamm on the subject.) 


Roy Blough 


The Bulletin of the National Tax Association 
is to have a new look, a new name and a 
new editor. It has been published for thirty 
vears monthly from October to June of 
each year. Now it will be a quarterly, under 
the editorship of Roy Blough, of the Uni- 
versity of Chicago. About two years ago 
Mr. Blough went to the University of Chi- 
cago from an appointment as Assistant to 
the Secretary of the, Treasury. While in 
this former position, he was quite a familiar 
figure on the platform wherever tax men 
met, explaining government wartime tax poli- 
cies and occasionally postwar tax hopes. He 
is more like the typical businessman than 
the typical professor (or editor). By learn- 
ing, experience and inclination, he is a tax 
man, and will make the new, unnamed pub- 
lication of the National Tax Association a 
splendid editor. 


Ability To Pay 


Just because we have the ability, we 
shouldn’t have to pay so much. This is 
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Taxes... 
Tax People... 
Things Taxed... 


what citizens of the State of Washington 
think, according to the Washington Taxpayer. 
Citizens of that state pay 6.1 per cent of 
their per capita income in taxes. This places 
them third in a list of states showing taxes 
as a percentage of income per capita. 


In dollars, however, they are first. The 
national average is $48.66 and their tax bill 
amounts to $84.05 on a per capita basis. But 
taxation according to the ability to pay is 
bad business, for high taxes keep out inves- 
tors and a free hand with public funds 
invites in others. Nice problem? 


People Who Live in Glass Houses 


The very fact that the Bureau of Internal 
Revenue is so persistent in its search for 
fraud among the returns and books of the 
taxpayers, makes it imperative that it keep 
its own house clean. The case of the em- 
bezzling cashier in the Wilmington office is 
just such a situation. It is a little hard for 
people who are sharp on their accounting 
to understand how the Bureau, sharp as it 
is on its accounting, can let a fellow get 
away with a check-kiting procedure for 
some six years, running in the end to an 
embezzlement of some $30,000. The pro- 
cedure followed in the embezzlement was 
something like this: The cash received for 
revenue stamps, usually large sums, was re- 
placed with checks that had been received 
from the payment of income taxes. Then 
the records of the income tax payment were 
hidden until such time as this taxpayer was 
about to receive another notice that his 
taxes had not been paid, when these records 
were replaced in the file and payment of the 
tax recorded with money that was taken 
from a later taxpayer. Eventual apprehen- 
sion was made when taxpayers received 
notice that their taxes had not been paid, 
and were able to show their canceled checks 
to prove that they had paid their taxes. 
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While such instances of fraud are not 
numerous among employees of the Bureau, 
the length of time that this cashier was able 
to falsify the records does suggest a needed 
tightening of the collection and auditing 
procedures of the collectors’ offices. 


Love, Work and the Tax Law 


The more of these family partnership 
cases we read, the more convinced we be- 
come that this is the land of opportunity 
and that the free-enterprise system is the 
one to beat—if you can. While the cases 
before the courts concern themselves with 
the amount of potential tax that has been 
lost to the government, you cannot overlook 
that where husband and wife have combined 
work, capital (very little in some cases) and 
intelligence, their efforts have been rewarded 
with a thriving little business that has grown 
into a big business. This growth took place 
without reflection on the tax laws until the 
business had safely passed the toddling stage. 


Lotteries for Taxes 


While we are discussing tax plans, we 
must mention that there are some serious 
people discussing a plan which, if enacted 
into law, might be discussed more often on 
the sport page of the newspapers than on 
the financial page. 


Did you ever think of winning your taxes 
in a national lottery while at the same time 
the proceeds of the lottery helped make fur- 
ther reduction in the withholding tax in the 
years to come? 


A national lottery for the collection of 
taxes and the payment of the public debt 
has been proposed several times. If this 
became effective, it would be a _ great 
American paradox: we are a nation with 
the strictest gambling laws, and yet we 
would—by actual practice, not alone by rep- 
utation—be the nation of greatest gamblers. 


Several authorities on tax plans have given 
some consideration to the idea of selling 
tickets for a large cash prize, the proceeds 
of which would go into Mr. Snyder’s strong- 
box for the benefit of the national govern- 
ment. 


At the Democratic Convention in Chicago, 
in 1944, the idea was proposed, and aptly 
demonstrated with charts and other data, 
by Mr. William E. Porter, who believed 
that his idea could be tied into the World 
Series, the Kentucky Derby and the pari- 
mutuels. 





Mr. J. H. Landman, writing in the Bulle- 
tin of the National Tax Association a few 
years ago, stated: 


“Those who seek corroboration of oth- 
ers of their own thoughts, or are in doubt 
of American opinion of the public use of 
the lottery, should heed the following 
findings: An insurance company surveyed 
a cross section of the American people 
and found that $7 billion is paid annually 
by Americans, who like to gamble in 
the myriad of sporting games from pin- 
ball to bridge. Betting on horse racing is 
now legal in twenty-two states. A recent 
poll found that 61% of the people favor 
legal betting. The Fortune survey investi- 
gated lottery sentiment for charity and tax 
purposes and found lotteries were favored 
for these purposes. The Gallup poll discov- 
ered that 54% of the voters favored a fed- 
eral lottery for defraying the expenses of the 
war.” 


Proponents of this method of raising reve- 
nue point out to opponents, who are thor- 
oughly shocked at the idea of collecting 
anything as legitimate as taxes by “gam- 
bling,” that the government is now collect- 
ing millions of dollars from gambling devices 
and near-gambling practices. Playing-cards 
produce for the Treasury, annually, $7.5 
million; bowling alleys and pool tables, $4 
million; coin-operated devices, $19 million. 
This is a total of about $30.5 million in 
taxes—not impressive, but none the less sub- 
stantial. It could be mentioned here that, 
although the federal government receives no 
part of it, the race tracks pay $37 million 
annually into the treasuries of the states. 


Using a lottery to raise money for public 
purposes stems from the practice of early 
kings and dukes who, being short on cash, 
staged a lottery for at least quasi-public 
purposes. But in times more recent than 
when knighthood was in flower, the lottery 
has served the public weal. Many of the 
states of Mexico, within the last twenty 
years, have operated public lotteries. Just 
before the war, France permitted lotteries 
for raising funds for certain of the municipal 
governments. And about this time in Ger- 
many, several lotteries were in operation. 
The German Government took its cut by 
taxing the tickets at twenty per cent and 
then cutting itself in on the prize money 
for another twenty per cent. 


Lotteries have been used at various times 
in this country, too. Nearly all the colonies, 
before the Revolution, permitted their oper- 
ation. The lottery was still in use in Louis- 
iana as late as 1890, but this one ran into 
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trouble and crooked betting commissioners, 
and so ended lotteries by governments in 
the United States. Suppose for a moment 
that each of fifty million American taxpayers 
purchased a $1 ticket in the federal lottery, 
and that after all expenses had been paid, 
there remained $40 million paid into the 
Treasury. Repeat this twelve times in a 
year, and the Treasury would be enriched 
by about a half billion dollars. This small 
sum—small, that is, in relation to the large 
amounts now collected by means of the per- 
sonal income tax—might benefit the average 
taxpayer by about one thirty-second of his 
present tax, provided, of course, that a cor- 
responding reduction was granted with each 
running of the lottery. 

On the other hand, suppose vou were the 
winner of the first prize of a million dollars. 
The income tax on this at present rates 
would be over $800,000—even at that, the 
$100,000 or more remaining is plenty of 
leaves. Gee, what we couldn’t do with a 
hundred grand or so! Hell, we can dream, 
can’t we? 


It's So Simple 


Mr. Schoeneman, the genial Commissioner 
of Internal Revenue, has a very interesting 
article in the Saturday Evening Post of Febru- 
ary 21. Under the title, “We Make It Easy 
for You,” he tells of the attempts of the 
Bureau to fashion a return form that even 
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A parade in Tokyo recently advertising a Japanese Government lottery 


‘the dumbest (although he does not use that 


ugly word) can understand the manner of 
paying self-assessed income tax. A number 
of New Yorkers will resent the implication 
of the little incident related: When the 
Bureau wanted to test its very, very simple 
form, it showed it to some residents of 
New York. The form had to be simplified 
further. Finally a form so simple that the 
New Yorkers could understand it was 
drafted, and presumably is in use today. 
Mr. Schoeneman’s anecdote lends credence 
to the belief prevalent outside of New York, 
that some of the biggest hicks reside in the 
country’s largest urban center. 


Abacists v. Lipkin 


A recent case of interest is that of the Aba- 
cists v. Lipkin. It arose out of the defeat of 
the electric calculator by the abacus in Tokyo, 
November 11, 1946. A rehearing was had 
in New York last September, and the issues 
were decided on all points in favor of Lipkin 
as against the abacists and on addition and 
subtraction in favor of Lipkin over the elec- 
tric calculator. 

The outstanding thing about the Lipkin 
method of addition, subtraction and multi- 
plication is that it is all in the mind regard- 
less of the size of the figures used. To prove 
this to you, we asked Mr. Lipkin to explain 
the system as it can be applied to taxes. 
Here it is: 
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“In connection with the payroll withhold- 
ing and unemployment insurance taxes, 
many taxpayers might like to know an easy 
way they can mu/ltiply mentally by such a tax 
rate as 2.7 per cent. Some might suggest that 
you need merely multiply by 3 per cent and 
then deduct a tenth by moving the decimal 
point one place to the left and subtracting. 
While that method is good as a proof of 
computation, it applies only to a multiplier 
like 27 (2.7 per cent) and hence is not gen- 
erally applicable to other rates; furthermore, 
it means using paper (abhorrent to us), 
making several separate computations and 
using more than one of the fundamentals 
of arithmetic, namely, both multiplication 
and subtraction. Herewith is one shortcut: 
“Let us say wage payment is sub- 


ject to the 2.7 per cent rate..... 61 
x 27 





1x27=27, put down 7 and 
carry 2 AS Mayne: Zz 
6x27 = 162+2 carried = 164, 











Wat it GOW... 2. eis 1647 
Inserting the decimal point 
(marking off three places), 
we have the answer as $1.65 
($1.647). 
“Let us try another one.......... 584 
x27 
4x 27=108, put down 8 and 
carry 10 as eetecmans 8 
8x27=216+10 carried = 226, 
put down 6 and carry 22.. 68 
22 (carried) + 5 x 27 = 157, 
which is set down......... 15768 
Marking off three places, we 
have $15.768, or $15.77. 
“Tf the rate is 18 per cent, the prin- 
ciple is the same 1327 
x18 
7xX18=126, carry 12 6 
12+2 x 18=48, carry 4....... 86 
4+3x18=58, carry 5 a 886 
5+1x18=23, put it down.... 23886 


The answer, then, is $238.86. 
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“All that we do is multiply by 27 or by 18 
as we would by 12. Note the comparatively 
small carrying figures, as 12, 4, 5 in the 
problem, 132718; also observe that all 
multiplication is done downward. We say 
7X18, and not 8x 1327. 


“As to a multiplier like 27, multiplication 
may be made on any adding machine, as fol- 
lows : 








61 584 
x 27 x27 
Set multiplicand into 
machine. ........ 61 584 
Double it and add 
into machine .... +122 +1168 
Quadruple this last 
and add into ma- 
Te ae +488 +4672 
Double this last and 
add into machine +976 +9344 
Hit the total key 
and get answers’ 1647 15768 





“A multiplier like 18 is a ‘cinch’ 





on the adding machine......... 1327 
x18 

Set double the multiplicand 
(1327) into machine....... 2654 


Multiply this last (mentally of 
course) by eight, put that 
into keyboard and add it in. .+21232 





23886” 


Answer 


Simple, isn’t it? Simple as the excess 
profits tax credit. For further investigation 
of mental multiplication, we suggest you 
send fifty cents to Mr. Charles Lipkin, CPA, 
249 West 24th Street, New York 1, New 
York, for his little booklet describing his 
short-cut methods of mental arithmetic. Mr. 
Lipkin also has consented to supply anyone 
requesting it with an adding-machine formula 
such as the above, for any multiplier that 
recurs regularly enough to plague our read- 
ers. Just include with your request a self- 
addressed, stamped envelope. 
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Tax Law 


Debates in the 
House 


Washington Tax Talk 





Our Cover 


March 15 means a lot of things to a lot 
of people. For instance, there are the long 
lines of people who wait before the cashier’s 
window in the office of the Collector, to pay 
their share of the cost of their republican 
form of government. There are the ac- 
countants who are so busy with the rush 
of preparation of returns for their corporate 
clients that they have been forced to ex- 
clude visitors until after March 15. There 
are those fringe-opportunists who erect shop 
(sometimes a bridge table) in a convenient 
spot for the sale of dubious tax advice. 
These fly-by-nights and their advice, if it 
can be called such, are an anathema to the 
Bureau and the profession of tax men. 
Then, into the March 15 scene enters the 
employee of the Bureau who sees the year’s 
work coming in by the mail truckload, and 
knows that March 15 is but the beginning 
of long hours of sorting, checking and tabu- 
lating the latest receipts from a self-asses- 
sing tax system, at the highest rates a people 
has ever been known to impose upon itself 
through its elected representatives. 


The likeness of the Tax Legislative Coun- 
sel of the Treasury, Adrian De Wind, is 
placed in this somewhat hectic scene—not 
so much because he is a part of the March 
tush, but because laws which he assists in 
drafting may in the future have an effect 
upon the length of the queues before the 
collector’s window and on the complexities 
of the determination of net income for tax 
purposes. 


Congress 


The Republican senatorial leadership has 
Stated that there will be action on the tax 
bill by the fifteenth of March. This does not 
mean, necessarily that the Knutson bill will 
become law just as it was written. There 
are many Republicans who think that the 
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tax éut is too deep and that some modifica- 
tion must take place. As you know the 
President tossed in his idea of the $40 credit. 
This is in bill form also—the Dingell Bill. 


There are other pressing problems—such 
as the extension of rent control, which will 
take precedence as to action over a tax bill. 


Not all of the work on the tax bill has 
taken place in the committee rooms, for 
there has been some debate on the issues 
on the floor of the House. 


Would you like to hear what has been 
said? Then come with me for a visit to the 
House. The day is February 2. Let’s ga 
up these stairs to the spectator’s gallery. 
That painting is the Signing of the Consti- 
tution, by Christy. 

Of course, there wasn’t any income tax 
provision in it in those days. _This way, 
we'll see whether a keeper will let us in. 
Here is Mr. Meletio, the head keeper. “Is 
there anything going on now?” 


He says there is a motion to recommit 
the ‘bill and attach the excess profits amend- 
ment. Let’s go in. 


That is Mr. Knutson speaking, and stand- 
ing back there under the reinforcing beams 
is Mr. Gearhart, asking to be recognized. 


Mr. KNUTSON. “Mr. Chairman, I yield 
such time as he may desire to the gentle- 
man from California” [Mr. Gearhart]. 


Mr. GEARHART. “Mr. Chairman. Let 
us look into the history of the income tax. 
Where does it come from? What are its 
antecedents? Who were its first apologists? 
How did it come to be fastened upon the 
country? I have listened to many income- 
tax speeches but I have never heard anybody 
devote much time to the history and philoso- 
phy of this system under which the American 
people have grown so restive. 

“Tt is interesting to note that income tax 
was first written upon the statute books in 
England in 1799, under the Pitt government. 
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It was laid upon the British people because 
the English were in great need of funds with 
which to win their war with France, a war in 
which much was involved and the outcome 
was most uncertain. The war came to an 
end in 1802 with the signing of the Treaty 
of Amiens. In accordance with the demands 
of the people, its first venture into income 
taxing was quickly repealed to the rejoicing 
of the entire nation. Bonfires were-lighted 
all over England as the people celebrated 
the elimination of a tax system which they 
abhorred. 


“The Treaty of Amiens failed along in 
the middle of the next decade and the British 
and the French were again at war. With 
the resumption of hostilities, the income tax 
was reimposed upon the English people to 
make certain that the fruits of the victory 
over France would remain England’s. This 
time it remained on the statute books for a 
few more years, only to be again repealed 
in 1816. 

“Tt was not until 1846, at a time when the 
repeal of the corn laws had so reduced the 
customs revenues of England as to have 
created a crisis in British finance, that the 
then government of Prime Minister Robert 
Peel, over the violent objection of the tax- 
paying public, but in response to the de- 
mands of the demagogues of that day, the 
“soak the richers” and the “spread the 
wealthers,” reimposed a third income-tax 
law upon the people. 


“Tf you do not know it, permit me to re- 
mind you that this year is the one hundredth 
anniversary of the Communist Manifesto of 
Karl Marx. Karl Marx is the real father, 
the first real proponent of the income tax as 
we now know it. In his manifesto he listed 
the graduated income tax as the second of 
his 10 most important steps to be taken in 
the communistic drive to destroy the cap- 
italistic system of free enterprise in all coun- 
tries, this as a means to the nationalization 
of private industry. And as we evaluate the 
force of his recommendation, let us not for- 
get that it was Marx who said: “The theory 
of communism may be summed up in one 
sentence: Abolish all private property.” 


“His partner in communism, Friedrich 
Engels, placed the graduated income tax, 
as he referred to it, as point No. 1 in his list 
of steps to be taken as a means of accom- 
plishing the destruction of private enterprise 
everywhere. 

“Why did they they advocate it? Why 
did they so earnestly desire the graduated 
income tax? What magic is there in it as a 
means of getting rid of the private enterprise 
system under the influence of which Eng- 


land, Germany, and the United States have 
become, each in its turn, the greatest and 
most powerful nation the world has ever 
known? The answer should not be difficult 
to fathom. Capitalism must be constantly 
fed with new capital and new capital can 
only come from savings, from the accumu- 
lations of the people. The source of new 
capital must be destroyed. That is why 
Karl Marx admonished his followers to ad- 
vocate graduated income taxes in whatever 
country they might reside. 


“As a means of achieving the socialization 
of private enterprise in all countries, it was 
not only Karl Marx and Friedrich Engels 
who saw in the graduated income tax the 
instrument for which they were searching. 
Other great minds of the day, and they 
were indeed great minds, those of Prime 
Minister Gladstone and Prime Minister Dis- 
raeli, saw in the graduated income tax the 
same evil potential. Each of them—and 
many others—opposed the income tax for 
the self-same reason that Karl Marx and 
Friedrich Engels and their subversive fol- 
lowers favored it. 


“Then, when the income-tax debate shifts 
to the United States in later years, we hear 
the prophetic voice of Representative Sereno 
Elisha Payne, not one of the lesser but one 
of the greatest chairmen of the Committee 
on Ways and Means, as he rises to his feet 
in the House one day—in 1909—to thunder 
his denunciation upon those who would im- 
pose this soul-destroying tax upon the 
American people. Harken to his words: ‘As 
to the general policy of an income tax I 
am opposed to it. I believe with Gladstone 
that it tends to make a nation of liars; I 
believe it is the most easily concealed of any 
tax that can be laid, the most difficult of 
enforcement; and the hardest to collect; 
that it is, in a word, a tax upon the income 
of the honest man and an exemption, to a 
greater or lesser extent, of the income of the 
rascals; so I am opposed to any income tax 
whatever in time of peace.’ 


“ 


Under the influence of these two 
amendments [sixteenth and eighteenth], twin 
instruments of disaster, Uncle Sam’s eye 
went to everybody’s keyhole. His long nose 
was soon in everybody’s books. 


“Mr. Chairman and friends, is the time 
not here when the American people must 
rise up once again and strike another blow 
for freedom, this time against the sixteenth 
amendment and all of its incentive-destroy- 
ing intendments? 


“The gradual raising of the income-tax 
rates to the point of confiscation, as Marx 
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advocated and Gladstone predicted, has 
completely liquidated England’s saving 
groups. The source of new capital, so essen- 
tial to the preservation of the private-enter- 
prise system, has been effectively destroyed. 
Finally the time arrived when English in- 
dustry could no longer finance its own mod- 
ernization, could no longer reequip. itself 
with new tools and machines, could no 
longer avail itself of new inventions or make 
use of the newest methods. Such was the 
natural consequence which was the prophecy 
of Karl Marx. It left England with no way 
to turn but into the morass of socialism in 
which it now flounders. 


“Many eminent economists say that the 
United States is but 10 years behind Eng- 
land in this process. We note that in 1944 
the American people were saving 24.4 per- 
cent of their disposable income. In 1945 
they were saving but 19.3 percent. In 1946 
it fell to 9.3 percent. In 1947 it was down to 
6.4 per cent. What do these figures portend? 
Is the same immutable process at work in 
America today that, 10 years ago, foretold 
England’s destruction? Is this another dead- 
ly parallel? 


The Modernization of Industry 


“According to the economist, we are go- 
ing to need $105,000,000,000 to modernize 
American industry, which is now largely in 
obsolescence, in the next five years. That 
means we must raise $21,000,000,000 every 
year for five years. Private industry can pro- 
vide two-thirds of that, or $14,000,000,000, 
by internal savings, but the remaining por- 
tion must be supplied from the savings of 
the people, and the people cannot provide 
those savings under the confiscatory income- 
tax levies now the vogue. 


“T am for the Knutson Bill earnestly and 
sincerely, not because I consider it com- 
plete in its-levies, or because I think it is a 
perfect bit of legislation, but because it 
points in the right direction. It makes levies 
which will bring our income-tax levies down 
—true, not far enough, but far enough, in- 
deed, to revive a very necessary saving 
group which is so essential to the welfare 
of our country and its future. And the 
workingman must be reminded that in the 
restoration of this saving group lies his 
salvation. He must not forget that it takes 
from $8,000 to $10,000 newly invested cap- 
ital to create one new job.” 


The New Excess Profits Tax 


Mr. DINGELL: “As a member of the 
Committee on Ways and Means charged 
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with the responsibility of providing a suff- 
ciency of revenues for the Treasury, I have 
no choice but to fulfill my obligation to all 
of the people. I must take into considera- 
tion first and above all, the needs of gov- 
ernment and then [the need] to assess the 
burden on the basis of ability to pay. Such 
relief as might be given from time to time 
must be brought about by periodic adjust- 
ment of rates and schedules. 


“The motion [to recommit] provides for 
the imposition of a limited excess-profits tax 
to be levied upon 22,000 corporations out 
of a total of approximately 360,000 income- 
tax-paying corporations. This provision is 
taken from the President’s recommenda- 
tions as included in H. R. 4968, which bears 
my name. This provision would recapture 
an amount approximating $3,200,000,000, 
which would offset a like figure occasioned 
by the tax cut accruing to the benefit of 
the small income-taxpayers. The net loss, 
therefore, to the Treasury would amount 
approximately to $800,000,000 occasioned by 
the split-income provision. 


“Today when the corporations of America 


_are enjoying the highest rate of net taxable 


income in the history of the country and at 
a rate never before anticipated, the volume 
of profits which have pyramided to over 
$17,000,000,000 after payments of Federal 
taxes which top previous figures by succes- 
sive increases—and only the future will tell 
how much higher they will go—makes man- 
datory some method of recouping losses 
resulting from tax relief given in the low 
and needy brackets. This excess-profits pro- 
vision is not so stringent and it cannot com- 
pare with the wartime excess-profits tax 
which applied to a far lower amount of 
income and which skimmed off greater per- 
centages without allowing the latitude which 
is provided in this motion to recommit. It 
will effect only about 6 percent of such 
corporations as might be classed as the 
favored few. It will exclude all small cor- 
porations. It provides a $50,000 exemption 
for the specific purpose of letting out these 
small corporations. 

“Taking the 1936-39 base for the calcula- 
tion of average earnings, this provision 
would in addition allow 35 percent more in 
profits to a corporation than were permitted 
the same corporation on the same amount 
during wartime. The amount subject to ex- 
cess profits after allowing an exemption of 
$50,000 plus a 35 percent above-wartime- 
earnings credit would be subject to 75 per- 
cent as compared with 85% percent, which 
was the wartime excess rate, but in no in- 
stance would the gross tax exceed 70 per- 
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cent as compared with the over-all tax of 
80 percent in the wartime act. I cannot 
too strongly emphasize the fact that this 
tax would not affect the stockholders or the 
rate of dividends, it would not jeopardize 
the financial standing of the corporation, or 
in any manner reduce allowances for ob- 
solescence, or restrict expansion. This ex- 
cess-profits levy would be imposed on cor- 
porations where the amount of profit is so 
great that it is being held in reserve amounts 
far in excess of what is deemed as prudent 
and necessary. This move could not be 
passed on to the consumer because the tax 
would be imposed on the corporation whose 
products have already brought an unreasonably 
high price . . . and further increases would 
be reflected in excess profits and be subject 
to further levies of the excess-profits tax. 

“The amount of revenue going to the 
Treasury from this imposition will still leave 
the corporations after taxes, on the basis 
of present calculation, approximately 
$14,000,000,000 per annum which will remain 
as a record unmatched in either peace or 
wartime. The tax would apply to profits 
earned during the year 1948. 


“However much I dislike to oppose over- 
all tax reduction at this time, I am in con- 
science bound to discharge my duty as I see 
it and thus to protect the people’s interest. 
In this instance the people’s interest and the 
Treasury of the United States are one and 
inseparable. You cannot underream [sic] or 
jeopardize one without injuring the other.” 

Mr. SABATH. “Mr. Chairman, shortly 
after opening his speech today, the gentle- 
man from Arkansas [Mr. Mills—we missed 
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that one] made it clear that the Knutson 
bill will not permit the reduction of our 
great war debt.” 


Mr. McCORMACK. “Mr. Chairman, 
under the program of the Republican Party 
it will take over 100 years if we have no more 
depressions or no more wars to discharge 
the public debt. I wonder if this is going to 
interest anybody who is living today?” 


Mr. DOUGHTON. “Mr. Chairman, | 
regret very much to find myself in disagree- 
ment with a number of my colleagues with 
respect to the motion to recommit. 


“An excess-profits tax is a war measure. 
We had an excess-profits tax during World 
War II. At the same time, we had price 
controls. In my judgment, the only way 
you can successfully have an excess-profits 
tax is to have price control at the same time. 


“Mr. Chairman, there is another thing about 
this proposed excess-profits tax and that is 
its lack of uniformity. It is not like the excess- 
profits tax we had during the war. It picks 
out 22,000 corporations, and imposes an ad- 
ditional heavy tax. Who are the 22,000 cor- 
porations? They are not the old corporations 
with the large invested capital and the large 
base period earnings. Not those at all. They 
are chiefly the new corporations formed during 
the war and since.” 


Perhaps we had better go now. . What 
do you think? Will we have a tax bill by 
March 15? 

[The motion was defeated and the bill 
has gone to the Senate. Hearings begin 
March 1 before the Senate Finance Com- 
mittee. | 
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Capitalization of Mining Expenditures 


By ARNOLD LEVY and JEROME N. SIMONDS 


THE AUTHORS PRESENT ANOTHER ANALYTICAL DIS- 
CUSSION OF THE PROBLEMS PECULIAR TO THE EX- 


TRACTION 


INDUSTRY. MR. LEVY WAS FORMERLY A 
SPECIAL ASSISTANT TO THE ATTORNEY 


GENERAL. 


BOTH AUTHORS PRACTICE LAW IN WASHINGTON, D. C. 


Ste ALMOST THIRTY YEARS, exec- 
utives in the mining industries have had 
to judge annually whether expenditures of 
their companies properly should be treated, 
for tax purposes, as capital expenditures,’ 
ordinary and necessary business expenses 
or deferred operating expenses. Despite 
some two score decided cases and a handful 
of rulings by the Bureau of Internal Reve- 
nue, enough certainty has not yet been de- 
veloped so that executives can make this 
annual judgment, secure in the knowledge 
that they have anticipated correctly the 
probable position of the Bureau and the 
courts? 


For example, despite the rule enunciated 
in the most recent cases that the life of a 
particular piece of equipment cannot be re- 
garded as a controlling factor in determin- 
ing the account in which the cost of the 
equipment is to be carried, the Bureau has 





‘For an analysis of some of the problems 
faced by taxpayers in recovering, by depletion, 
items charged to capital account, see Arnold 
Levy and Jerome H. Simonds, ‘“The Depletion of 
Net Profit Payments,’’ TAxES—The Tax Maga- 
zine, July, 1947, p. 615, and ‘“‘Divisibility of 
Property for Purposes of Depletion,’’ ibid., De- 
cember, 1947, p. 1063. 

*The variance between the views of the 
Bureau, the courts and taxpayers is set forth 
in the Bureau’s regulations, in at least five pub- 
lished rulings of the Bureau, in some forty 
cases decided by the Tax Court, by its predeces- 


Mining Expenditures 





not expressly so announced in any of its 
published rulings. Further uncertainties ex- 
ist in the treatment of so-called capitalized 
development expenditures incurred after a 
mine has passed its producing stage—the 
issue being whether such expenditures are 
straight capital expenditures or deferred op- 
erating expenses. Similarly, the point at 
which a mine passes from a developing to 
a producing status, for purposes of classify- 
ing a particular expenditure, *is a question 
on which the courts, taxpayers and the 
Commissioner have not come to agreement. 


Statutory Provisions 


Congress has never undertaken to define 
specifically in the Code the types of mining 
expenditures to be charged to the expense 
account, to the capital account and to the 
deferred operating expense account. The 
only Code provision which the courts have 


sor, the Board of Tax Appeals, and by United 
States District Courts. In eight of these forty 
eases, decision by a United States Circuit Court 
of Appeals became necessary because of further 
appeals; in two instances, petitions for writ of 
certiorari were denied by the United States 
Supreme Court. No published opinion of the 
Supreme Court deals specifically with the 
problem. 

In five instances, the Commissioner refused 
to acquiesce in decisions of the Board of Tax 
Appeals and the Tax Court which were adverse 
to the position of the government. 
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regarded as at all pertinent to the problem 
is now contained in Section 24. It provides 
that “in computing net income no deduc- 
tion shall in any case be allowed in respect 
of— 

“(2) Any amount paid out for new build- 
ings or for permanent improvements or 
betterments made to increase the value of 
any property or estate; 


“(3) Any amount expended in restoring 
property or in making good the exhaustion 
therefor for which an allowance is or has 
been made.” 


The identical provisions have been con- 
tained in all of the revenue acts dating back 
to the Revenue Act of 1919.° 


Bureau Regulations 


The present Regulations 111 provide in 
Section 29.23(m)-15 as follows: 


“(a) All expenditures in excess of net 
receipts from minerals sold shall be charged 
to capital account recoverable through de- 
pletion while the mine is in the development 
stage. The mine will be considered to have 





passed from a development to a producing 
status when the major portion of the min- 
eral production is obtained from workings 
other than those opened for the purpose of 
development, or when the principal activity 
of the mine becomes the production of de- 
veloped ore rather than the development of 
additional ores for mining. 


“(b) Expenditures for plant and equip- 
ment and for replacements, not including 
expenditures for maintenance and for ordi- 
nary and necessary repairs, shall ordinarily 
be charged to capital account recoverable 
through depreciation, Expenditures for 
equipment (including its installation and 
housing) and for replacements thereof, 
which are necessary to maintain the normal 
output solely because of the recession of 
the working faces of the mine, and which 
(1) do not increase the value of the mine, 
or (2) do not decrease the cost of produc- 
tion of mineral units, or (3) do not repre- 
sent an amount expended in _ restoring 
property or in making good the exhaustion 
thereof for which an allowance is or has 
been made, shall be deducted as ordinary 
and necessary business expenses.” * 





3 Revenue Act of February 24, 1919, Section 
215, 40 Statutes 1069. 

* The first attempted treatment of the prob- 
lem was contained in the preliminary addition 
of Regulations 45 under the Revenue Act of 
1918. Article 222 provided: 

“In the case of mining operations all expen- 
ditures for plant equipment, development, rent, 
and royalty prior to production, and thereafter 
all major items of plant and equipment, shall 
be charged to capital account for purposes of 
depletion and depreciation. After a mine has 
been developed and equipped to its normal and 
regular output capacity, however, the cost of 
additional minor items of equipment and plant, 
including mules, motors, mine cars, trackage, 
‘eables, trolley wire, fans, small tools, etc., 
necessary to maintain the normal output because 
of increased length of haul or depth of working 
consequent on the extraction of the mineral, and 
the cost of replacements of these and similar 
minor ‘items of worn-out and discarded plant 
and equipment may be charged to current ex- 
pense of operation.”’ 

This article was thereafter amended to provide 
‘(in the 1920 edition of Regulations 45 under the 
Revenue Act of 1918, promulgated January 28, 
1921): 

‘‘(a) All expenditures for development, rent, 
and royalty in excess of receipts from mineral 
sold, shall be charged to capital account recov- 
erable through depletion, while the mine is in 
the development stage. Thereafter any develop- 
ment which adds value to the mineral deposit 
beyond the current year shall be carried as a 
deferred charge and apportioned and deducted 
as operating expense in the years to which it is 
applicable. 

“*“(b) All expenditures for plant and equip- 
ment shall be charged to capital account recov- 
erable through depreciation, while the mine is 
in the development stage. Thereafter the cost 
of major items of plant and equipment shall 


be capitalized, but the cost of minor items of 
equipment and plant necessary to maintain the 
normal output, and the cost of their replace- 
ment may be charged to current expense of 
operation.”’ 

Regulations 62 (1922 edition) were issued 
under the Revenue Act of 1921. Subsection (b) 
of Article 222 was the same as subsection (b) 
of Regulations 45, as amended. Subsection 
(a), however, was changed. It provided: 

‘“*(a) All expenditures for development, rent, 
and royalty in excess of net receipts from min- 
erals sold shall be charged to capital account 
recoverable through depletion, while the mine 
is in the development stage. Expenditures made 
in order to maintain the mine at its normal 
output shall be deducted as an expense in the 
year in which the expenditure is made or ac- 
crues. Any expenditure for extraordinary de- 
velopment and equipment, such as stripping. 
shaft-sinking, tunneling, and other work beyond 
that necessary to maintain the mine at its nor- 
mal production or ouput, should be carried 
forward and apportioned and deducted as an 
operating expense in the years to which it is 
applicable.’”’ 

Regulations 65 (1924 edition) were issued 
under the Revenue Act of 1924. The article in 
point is Article 224. Subsection (b) jof Article 
224 was the same as subsection (b) of Article 
222 of Regulations 45, as amended, and Regu- 
lations 62. Subsection (a) of Article 224, how- 
ever, provided: 

“‘(a) All expenditures in excess of net re- 
ceipts from minerals sold shall be charged to 
capital account recoverable through depletion 
while the mine is in the development stage. 
When the major portion of the mineral produc- 
tion is obtained from workings other than those 
opened for the purpose of development or when 
the principal activity of the mine becomes the 
production of developed ore rather than the 

(Footnote 4 is continued on page 205.) 
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O. D. 314 


The April-December, 1919 issue of the 
Bureau’s Cumulative Bulletin contained, in 
Office Decision 314 (1 CB 143), the Bureau’s 
first pertinent pronouncement: 

“All expenditures by a mining company 
for prospecting and development for the 
purpose of enlarging the business or con- 
tinuing it beyond its present limits must 
be charged to capital account.” 


1. T. 1698 


The January-June, 1923 issue of the Bu- 
reau’s Cumulative Bulletin contained a per- 
tinent ruling by the Income Tax Unit, I. T. 
1698, II-1 CB 116. During 1918, a mine 
in which mules were used for hauling coal 
to the shaft was electrified. The electrifi- 
cation did not increase the tonnage and 
was necessary to maintain the normal out- 
put of the mine. The Bureau ruled that 
the electrification increased the value of the 
mine, that the machinery, fans, etc., involved 
in the electrification had a useful life of 
more than one year; that such equipment 
was to be classed as “major items of plant 
and equipment” under Article 222 of Regu- 
lations 45, as amended; and, accordingly, 
that the expenditures were to be capitalized. 


(Footnote 4 continued.) 

development of additional ores for mining, 
the mine will be considered to have passed from 
a development to a producing status. After a 
mine has reached the producing stage, any ex- 
penditures for extraordinary development which 
increases the cre reserves or the rate of pro- 
duction or which will decrease the future cost 
of ore production may be charged to capital 
account as prepaid operating expense and de- 
ducted as an operating cost in the years to 
which it is applicable.”’ 

Regulations 69 (1926 edition), issued under 
the Revenue Act of 1926, the act which intro- 
duced percentage depletion for oil and gas wells 
(Section 204 (c) (2) of the Revenue Act of 1926, 
44 Statutes 16), completely changed the pro- 
visions regarding the issue in question. Article 
222 provided: 

“(a) All expenditures in excess of net re- 
ceipts from minerals sold shall be charged to 
capital account recoverable through depletion 
while the mine is in the development stage. The 
mine will be considered to have passed from a 
development to a producing status when the 
major portion of the mineral production is ob- 
tained from workings other than those opened 
for the purpose of development, or when the 
principal activity of the mine becomes the pro- 
duction of developed ore rather than the de- 
velopment of additional ores for mining. 

“(b) Expenditures for plant and equipment, 
not including expenditures for maintenance and 
for ordinary and necessary repairs, shall be 
charged to capital account recoverable through 
depreciation.” 

Article 242 of Regulations 74 (1931 edition), 
under the Revenue Act of 1928, contained the 


identical provisions found in Article 222 of Reg- 
ulations 69. 


Mining Expenditures 


coal mine. 


S. M. 2319 


The Solicitor’s Memorandum contained in 
the July-December, 1924 issue of the Bu- 
reau’s Cumulative Bulletin (S. M. 2319, 
III-2 CB 150) was issued in response to a 
request for an opinion under the following 
circumstances. For the tax year 1917, the 
taxpayer deducted as current operating ex- 
penses expenditures for coal cars, steel rails 
and trolley wire. No other facts are con- 
tained in the memorandum. The Solicitor 
ruled ihat in light of Article 222 of Regu- 
lations 45 as amended, Regulations 62 and 
I. T. 1698, “this class of items had a useful 
life of more than one year and, accordingly, 
... the action of the agent was correct in 
treating them as major items recoverable 
through depreciation instead of minor items 
to be classed as current expenses.” 


Bruin Coal Company 


The first decided case was that of Bruin 
Coal Company [CCH Dec. 45], 1 BTA 83 


(1924). The tax years involved were 1918 
and 1920. 


The taxpayer operated an underground 
During the tax years in ques- 
tion, the taxpayer claimed deductions from 
gross income for expenditures for steel rails, 


The Revenue Act of 1932 extended percentage 
depletion to coal, metal and sulphur mines, and 
at the same time eliminated discovery depletion 
with respect to those items. Sections 114 (b) 
(2), (3) and (4) of the Revenue Act of 1932, 47 
Statutes 202, 203. 


Article 242 (a) of Regulations 77 (1933 edi- 
tion), under the Revenue Act of 1932, was 
identical to Article 242 of Regulations 74 and 
Article 222 of Regulations 69. Subsection (b) 
of Article 242, however, was changed. As 
changed, it read: 


‘‘(b) Expenditures for plant and equipment 
and for replacements, not including expendi- 
tures for maintenance and for ordinary and 
necessary repairs, shall ordinarily be charged to 
capital account, recoverable through deprecia- 
tion. Expenditures for equipment (including its 
installation and housing) and for replacements 
thereof, which are necessary to maintain the 
normal output solely because of the recession 
of the working faces of the mine, and which 
(1) do not increase the value of the mine, or 
(2) do not decrease the cost of production of 
mineral units, or (3) do not represent an 
amount expended in restoring property or in 
making good the exhaustion thereof, for which 
an allowance is or has been made, shall be 
deducted as ordinary and necessary business 
expenses.’”’ 


The same provisions were contained without 
change in Regulations 86 (1935 edition), under 
the Revenue Act of 1934 (Article 23 (m)-15); 
Regulations 94 (1936 edition), under the Reve- 
nue Act of 1936 (Article 23 (m)-15); Regulatiions 
101 (1939 edition), under the Revenue Act of 
1938 (Article 23 (m)-15); Regulations 103, is- 
sued in 1940 (Section 19.23 (m)-15); and the 
present Regulations 111, Section 29.23 (m)-15). 
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pipe, pumps, a hoist, an empty car haul and 
the cost of installing the empty car haul. 
The Commissioner assessed a deficiency on 
the ground that the expenditures should be 
capitalized. The Board of Tax Appeals 
found the following pertinent facts: 


1. The mine was a “developed” coal prop- 
erty, having reached its potential production. 


2. Because of the acid condition of the 
water contained in the mine, the life of the 
pumps was only from one to six months. 


3. The steel rails had been purchased to 
keep in touch with the working faces. 


4. The hoist was necessary to maintain 
production over a period of a few months 
while the haulage system was being changed 
from storage battery locomotives to elec- 
tric trolley locomotives. 


5. The empty car haul equipment had 
been purchased and installed to cut over- 
head costs, and through its installation the 
taxpayer was able to dispense with the serv- 
ices of six men. 


The Board held that the taxpayer could 
deduct from gross income the amounts ex- 
pended for steel rails, pipe, the pump and 
the hoist, but not for the empty car haul 
equipment and the cost of its installation. 
The Board relied on subsection (b) of Arti- 
cle 222 of Regulations 45, as amended. The 
expenditures allowed to be deducted from 
gross income had been made “merely for 
the purpose of maintaining the output of 
the mine and .. . constitute expenses of 
operation rather than capital outlay.” As 
to the items disallowed, the Board observed 
that the empty car haul equipment had been 
installed for “the purpose of reducing over- 
head” and “doing away with the services of 
a number of men.” 


S. M. 2319A 
In the early part of 1925, the Bureau is- 
sued a second Solicitor’s Memorandum 


(S. M. 2319A, IV-1 CB 37) in response to 
a request for a proper interpretation of Ar- 
ticle 222 of Regulations 45 and 62, Article 
224 of Regulations 65 and S. M. 2319. 
S. M. 2319A stated that the taxpayer had 
misunderstood the original S. M. 2319. The 
pertinent portion of the amended memo- 
randum is set forth below: 


“The [original] memorandum was _ in- 
tended to apply to the particular situation 
in that case and was not written with a 
view of laying down any general rule for 
the construction of the Regulations. There 
is 10 fixed rule which can be employed to 
differentiate between major and minor items 
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and each case must be decided upon its 
merits. In other words, the length of the 
life of property is not an absolute test for 
determining whether an expenditure for 
such property is to be claimed as a major 
or aS a minor item under the Regulations. 
The mere fact that a unit of property has 
a life somewhat in excess of one year does 
not necessarily indicate that the expenditure 
for that property is a major item. How- 
ever, it is suggested that where property 
has a life of more than one year, there is a 
sort of prima facie presumption or inference 
that the expenditure for such property is to 
be classed as a major item, especially if the 
expenditure is in a large amount, and that 
under such circumstances great care should 
be exercised in determining the exact nature 
of the expenditure. Such an expenditure 
should not be classed as a minor item unless 
it is clearly shown by satisfactory evidence 
that the expenditure is of the kind classified 
by the Regulations as being a minor item.” 


Winifrede Coal Company 


On February 10, 1925, the Board of Tax 
Appeals decided Winifrede Coal Company 
[CCH Dec. 209], 1 BTA 566. The tax year 
was 1920, and the taxpayer operated an un- 
derground coal mine. 


In the tax year in question, the taxpayer 
deducted $101,000 from gross receipts repre- 
senting expenditures for electric locomo- 
tives, storage batteries, mining engines and 
a truck scale. The Commissioner disallowed 
the deduction and charged the $101,000 to 
the taxpayer’s capital account. According 
to the Board’s findings, the equipment had 
a useful life of a number of years, the min- 
ing engines had been purchased to replace 
worn-out and obsolete engines, the locomo- 
tives had been purchased and used in haul- 
ing mine cars which theretofore had been 
hauled principally by mules, and the electric 
locomotives enabled the taxpayer to operate 
the mine at capacity with smaller forces of 
men and fewer mules than formerly. 


The taxpayer contended that under Arti- 
cle 222 of Regulations 45, as amended, the 
expenditures were deductible from gross re- 
ceipts. The taxpayer stated that it had been 
“induced” to purchase the equipment in 
reliance upon Article 222. The taxpayer 
further contended that the equipment merely 
“kept up the normal output of the mine,” 
and that “unless these expenditures had 
been made [it] would not have been able 
to operate successfully in subsequent years 
and . . . would long ago have gone into 
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bankruptcy.” The Board rejected the tax- 
payer’s contentions and held for the Com- 
missioner. The Board pointed out that it 
“was not denying that the [taxpayer was] 
able to operate more effectively . . . with 
smaller forces of men” after the equipment 
purchase. The equipment purchased, how- 
ever, “had a useful life of many years,” and 
the “expenditures were very unusual.” As 
to the taxpayer’s contentions that Article 
222 of Regulations 45 sustained its position, 
the Board did not conceive that the article 
“was ever intended to classify items of 
equipment and plant of a kind made by the 
taxpayer as expenses. ... If it were to be 
so interpreted, we should have had to hold 
it invalid.” 


Henry Coal Company 


On Noveinber 11, 1925, the Board of Tax 
Appeals decided Henry Coal Company [CCH 
Dec. 1000], 2 BTA 1331. The tax year in- 
volved was 1921, and the taxpayer operated 
an underground coal mine. 


The commissioner refused to let the tax- 
payer deduct as ordinary and necessary 


business expenses the cost of a storage bat- - 


tery mine motor purchased to replace mules, 
and the cost of a shed for housing the motor 
when not in use. The Board held for the 
Commissioner, stating that the expenditures 
had been made “in order to provide a more 
efficient method for removing the coal to 
railroad cars, as well as to maintain the 
output of the mine.” In sustaining the 
Commissioner’s action, the Board merely 
cited the Winifrede Coal Company case. 


Union Collieries Company 


On February 3, 1926, the Board of Tax 
Appeals decided Union Collieries Company 
{CCH Dec. 1193], 3 BTA 540. The tax year 
involved was 1918, and the taxpayer oper- 
ated two drift coal mines. The equipment 
in question included rails, cars, motors, ma- 
chinery, switches and frogs. 


The Board found that the “reason for the 
purchase .. . was that, as the mine work 
proceeded further from the opening or tip- 
ple, more track and equipment was neces- 
Sary to bring out the coal and maintain 
production,” and that the equipment pur- 
chased had a useful life of more than one 
year. The taxpayer treated the expenditures 
as ordinary and necessary business expenses, 
and the Commissioner disallowed deduction 
from gross income, treating the expendi- 
tures as being of a capital nature. The 


Mining Expenditures 


Board of Tax Appeals sustained the Com- 
missioner. 


Before the Board, the taxpayer relied on 
Article 222 of Regulations 45, and urged 
that the mines “had reached their normal 
production, and therefore the expenditures 

. were properly deductible as ordinary 
and necessary business expenses.” The 
Board pointed out that the taxpayer’s argu- 
ment was “similar” to that considered in 
the Bruin Coal and Winifrede cases, “the for- 
mer being relied upon by the taxpayer and 
the latter by the Commissioner.” The court 
then stated: 


“These decisions indicate the difficulty of 
regarding [Article 222] as an authoritative 
construction of the statute. Under it, the 
deductibility of any item, after a mine has 
reached ‘the development stage’, depends 
first upon whether it is to be called a ‘major 
item’ or a ‘minor item’. This Board must 
apply the statute directly to the facts and 
may not insert into the statute a classifica- 
tion which is not there expressly or by clear 
implication. When the statute provides for 
the deduction of ordinary and necessary ex- 
penses, the Board will determine whether, 
all things considered, the expenses in ques- 
tion are such, and this determination should 
not be made to depend alone upon whether 
they are major or minor items. ... The 
Article also adds, as a factor of deductibility, 
that the item is ‘necessary to maintain the 
normal output’. We think this is unauthor- 
ized and, to the extent that the opinion in 
appeal of Bruin Coal Company . . . attempts 
this criterion, it is overruled. In the Wini- 
frede appeal, the properties in question, in- 
cluding mining machines, which are also in 
issue here, had a useful life of several years, 
and the Board held them to be capital items 
and their cost not deductible as expenses.” 


The Board then proceeded to apply what 
it considered the controlling principles to the 
facts before it. It stated that the “taxpayer’s 
engineering witness testified that all of the 
items in question would last more than a 
year,” and that they had lasted that long. 
In such circumstances, the Board held, 
“their cost should not be deducted so as to 
reduce taxable net income of the year of 
purchase, merely because that may serve to 
maintain production at its existing level. 
Like all other items of property used in the 
business of a taxpayer, they are subject to 
exhaustion, wear and tear and obsolescence, 
and if, in a proper case, such exhaustion be 
measured by units of production, this would 
be a normal method of recovering the initial 
outlay during the period of useful life.” 
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Kirk Coal Company 


On February 15, 1926, the Board of Tax 
Appeals decided the Kirk Coal Company case 
{CCH Dec. 1247], 3 BTA 755. The tax year 
was again 1918, and the taxpayer operated 
an underground coal mine. The equipment 
involved consisted of steel rails, pipe, ties, 
cinders, spikes, iron plates, one mule, frogs 
and expenditures for track repairs. 


As to the rails, ties, cinders and spikes, the 
Board found that they had been acquired 
for the purpose of keeping tracks from main 
entry roads in touch with the face of the 
coal, and that their useful life extended over 
a period of several years. The Board made 
no findings with respect to the other items. 


The taxpayer treated all the expenditures 
in question as ordinary and necessary ex- 
penses, and the Commissioner capitalized 
them. The Board held the expenditures for 
pipe, iron plates and track repairs to be or- 
dinary and necessary business expenses, as- 
signing no reasons therefor. As to the items 
acquired for the purpose of keeping the 
tracks from the main entry roads in touch 
with the face of the coal (rails, ties, cinders 
and spikes), the Board held that they were 
“capital items having a useful life of several 
years, and therefore the cost therefor is not 
deductible as an ordinary and necessary busi- 
ness expense,” citing only the Union Col- 
lieries decision. The Board also held that 
the cost of the mule was to be treated as a 
capital expenditure, assigning no reasons 
therefor. 


Carbon Limestone Company 


On April 3, 1926, the Board of Tax Ap- 
peals decided the case of Carbon Limestone 
Company [CCH Dec. 1451], 3 BTA 1152. 
The tax year was 1919, and the taxpayer 
operated a limestone quarry. 


In the tax year in question, the taxpayer 
purchased the following items of equipment 
for the following purposes: 


1. New dirt cars were purchased because 
the overburden of dirt in the quarry had 
reached the point where it required hauling 
to greater distances. The new cars were 
necessary to permit the taxpayer to maintain 
its normal production. 


2. Woodworking machinery was pur- 
chased to remove timber from the land. Its 
average useful life was two years. 


3. New drills were purchased because of 
the increased thickness in the strata of 
limestone. 


4. A new power line was purchased and 
installed to prevent delays formerly occa- 
sioned by the moving of compressors to 
different locations in the quarry. 


Over the taxpayer’s objection, the Com- 
missioner treated expenditures for all of 
these items as being of a capital nature. The 
Board, held all of the items to be capital 
items, citing the Union Collieries case. 


Emmons Coal Mining Company 


On April 19, 1926, the Board of Tax Ap- 
peals decided the case of Emmons Coal Min- 
ing Company [CCH Dec. 1399], 3 BTA 1302. 
The tax year involved was 1920, and the tax- 
payer operated an underground coal mine. 
The expenditures were for storage battery 
locomotives, mine cars and cutting ma- 
chinery. The Board, with no findings of 
fact as to the purpose of the expenditures, 
held them to be capital expenditures, citing 
the Wéinifrede, Union Collieries and Kirk 
decisions. 


Greenville Coal Company 


On April 20, 1926, the Board of Tax Ap- 
peals decided the Greenville Coal Company 
case [CCH Dec. 1412], 3 BTA 1323. The 
tax year involved was 1918, and the taxpayer 
operated an underground coal mine. 


The Board made no findings of fact as to 
the reasons for purchase or the use to which 
the items were put. In a short opinion, 
citing the Winifrede, Union Collieries and 
Kirk decisions, it held the following items to 
be capital expenditures: trolley wire, cages 
for the shaft, a hoisting engine, an electric 
locomotive, bolts and washers, a lighting 
generator, mining machines, mine cars, steel 
rails, tipple scales, frogs and _ switches, 
screens, a transformer, cable and wire. 


The Board held that expenditure for the 
following items could be charged to the ex- 
pense accounts, citing no reasons therefor: 
dynamite and fuses, pipe, fire brick, hoisting 
rope, tipple repairs, freight on certain ma- 
terials purchased, locomotive repairs and 
asbestos. 


Little Cahaba Coal Company 


The first case to involve the question as to 
when a mine passes from the developing to 
the producing status, was Little Cahaba Coal 
Company v. U. S. [1927 CCH ¥ 9028], 15 F. 
(2d) 863 (DC Ala., 1926); rev’d [5 ustc 
1437] 24 F. (2d) 180 (CCA-5, 1928); on 
remand [5 ustc J 1438] 33 F. (2d) 796 (DC 
Ala., 1928). 
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This was a suit brought in a United States 
District Court to recover excess profits taxes 
paid under protest. The tax year was 1917, 
and the taxpayer operated slope coal mines. 
Under the 1917 excess profits tax law, the 
amount of excess profits tax was directly re- 
lated to the amount of a corporation’s in- 
vested capital on March 1, 1913. The 
taxpayer contended that the cost of the 
slopes should be capitalized to the respective 
depths that had been reached as of March 1, 
1913, on the ground that the mines did not 
pass from the development stage to the stage 
of production until after that date. Both 
the taxpayer and the Commissioner agreed 
that all costs while the mine was in the de- 
velopment stage were to be charged to the 
invested capital account, and the only ques- 
tion was when the slopes had passed from a 
developing to a producing status. The Com- 
missioner contended that the mines had 
passed from a developing to a producing 
status prior to March 1, 1913, since prior to 
that date the taxpayer was able to pay divi- 
dends out of profits derived from the op- 
eration of the mines. The District Court 
sustained the Commissioner. The District 
Court’s opinion supplies no reasoning for its 
decision, and cites merely Article 222 of 
Regulations 45. 


The Circuit Court of Appeals for the Fifth 
Circuit reversed the District Court with the 
flat statement that “money laid out in the 
construction of a coal mine to a greater 
depth is invested capital.” On remand to 
the District Court, that court found, in ac- 
cordance with the rule of law laid down by 
the Circuit Court of Appeals, that the mine 
did not pass out of the development stage 
until after March 1, 1913. 


In none of the three opinions is there any 
clear indication of the real operating status 
of the taxpayer’s mines on March 1, 1913, 
except that the mines were operating at some 
profit at that time. 


Roden Coal Company - 


The Roden Coal Company case [CCH Dec. 
1945], 5 BTA 654, was decided by the Board 
of Tax Appeals on December 27, 1926. After 
the Board’s decision, the taxpayer paid the 
taxes under protest and filed a second suit to 
recover them in a United States District 
Court.© The District Court decision [1929 
CCH D-9310] is not officially reported, but 





'This was at a time when an adverse de- 
cision by the Board of Tax Appeals did not pre- 
clude a taxpayer from paying his taxes under 
protest and then filing suit in a United States 
District Court for their recovery. 
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an appeal was taken to the Fifth Circuit 
Court of Appeals, which decision is reported 
in U. S. v. Roden Coal Company [1930 CCH 
1 9253], 39 F. (2d) 425 (1930). 


The tax year involved was 1918, and the 
taxpayer operated an underground coal mine. 
As in the other cases discussed here, the 
taxpayer expensed and the Commissioner 
capitalized the items involved. 


According to the findings of the Board of 
Tax Appeals, the taxpayer purchased the 
following items in 1918 for the following 
purposes: 

1. Six-inch pipe to pump water from the 
mine. 


2. Pipe to replace old pipe to convey 
water to steam boilers. (The Board found 
that this pipe did not increase production.) 


3. Steel sharpener and scale for use in 
the mine tool shop. 


4. Pumping plant and repairs therefor, 
necessary because of the depth of the mine. 
(The Board found that this item was neces- 
sary to pump the water out of the mine and 
did not increase production.) 


5. Mine car wheels. (These were straight 


-replacement parts). 


6. Rails (no finding as to purpose). 


All of these items, the Board found, had 
a life in excess of one year, had been pur- 
chased after the mine had reached its maxi- 
mum production, and did not increase 
production. The Board, without assigning 
any reasons therefor, held all of the items to 
be chargeable to the capital account, citing 
the Union Collieries and Kirk Company cases. 


The taxpayer then brought suit in the 
United States District Court for the Northern 
District of Alabama. That court held that 
all of the items were ordinary and necessary 
expenses, deductible from the taxpayer’s 
gross income. The Circuit Court of Appeals 
for the Fifth Circuit affirmed the District 
Court. 


The Circuit Court’s opinion first reviews, 
with approval, the following findings of the 
District Court: 

1. None of the items decreased the cost of 
producing or mining the coal, and none of 
the expenditures was made for either of those 
purposes. 

2. The items, except the car wheeels, were 
necessary to maintain production because of 
the constantly increasing depth of the workings. 

3. All of the items had been purchased 


after the mine had reached its maximum de- 
velopment. 
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4. The actual life of each item was in ex- 
cess of one year. 


The taxpayer relied in the Circuit Court 
of Appeals on Article 222 (b), Regulations 
45. It asserted that all of the items in ques- 
tion were “mine items of equipment and 
plant, necessary to maintain the normal out- 
put,” properly chargeable to current expense 
of operation. The Commissioner contended 
that the Bureau could not adopt a regulation 
inconsistent with the Code, and argued that 
subsection 9 of Section 234 (a) of the 1918 
Revenue Act precluded “items of equipment 
not expended in the taxable year from being 
charged to expense.” Subsection 9 of Sec- 
tion 234 (a) provided, in part, that “in com- 
puting the net income . .. there shall be 
allowed as deductions . . . in the case of 
mines . . . a reasonable allowance for de- 
pletion and for depreciation of improve- 
ments, according to the peculiar conditions 
in each case.” 


The Circuit Court rejected the Commis- 
sioner’s contention, stating that it was im- 
material that the items had an actual life 
of more than one year. “If chargeable to 
expense, they may not again be deducted nor 
may depreciation be claimed.” In view of 
the findings of the District Court, the items 
“could hardly be considered improvements.” 
The Circuit Court further held Article 222 to 
be “reasonable and valid,” and advanced the 
following practical reasons why the items 
in question should be charged to expense: 


“In the case of a coal mine there is always 
the danger that the coal will be depleted to 
an extent that will make the operation of 
the mine not profitable. In that event, there 
would be no future years in which to charge 
off a proper depreciation of items of equip- 
ment, the expenditures for which would not 
increase the value of the mine as a whole. 
In fairness to the taxpayer, he should be al- 
lowed to charge them to expenses, as is 
permitted [Article 222 of Regulations 45].” 


Beech Creek Coal Company 


The next case to be decided was that of 
Beech Creek Coal Company v, Lucas [5 ustc 
7 1459], (DC Ky., 1926); appeal dismissed 
by stipulation 22 F. (2d) 1014 (CCA-6, 1927). 
This was a suit brought in a United States 
District Court to recover taxes paid under 
protest. The tax year was 1918, and the tax- 
payer operated an underground coal mine. 


The District Court, without assigning any 
reasons therefor, and without the citation of 
case authority, held that the Commissioner 
improperly disallowed as expense items ex- 





penditures for pipe, winding armatures, a 
pump, a motor for a pump, mules, hoisting 
rope, frogs and switches, track spikes and 
cables. 


The taxpayer also spent money during the 
tax year for rails, trolley wire, coal cars, and 
car irons. It charged these items to expense. 
The Commissioner disallowed them, charg- 
ing them to the capital account. The court 
stated that such items “are properly de- 
ductible as items of expense when actually 
used ... during the taxable year,” but that 
the “proof herein [failed] to show that the 
items ... were actually used by the taxpayer 
in its operations during the taxable year.” 


Boucher-Cortright Coal Company 


On May 20, 1927, the Board of Tax Ap- 
peals decided Boucher-Cortright Coal Com- 
pany [CCH Dec. 2471], 7 BTA 1. The tax 
year was 1919, and the taxpayer operated a 
drift coal mine. The items involved were 
mine truck parts and bumpers. 


The Board overruled the Commissioner’s 
position that the expenditures for the items 
were capital expenditures, stating that all “of 
such parts and materials so purchased were 
used during the year in repairing the mine 
cars then in use.” The court cited no cases 
and advanced no other reasons as to why it 
denied the Commissioner’s contention that 
the items in question be capitalized. 


Superior-Pocahontas Coal Company 


On June 16, 1927, the Board of Tax Ap- 
peals decided Superior-Pocahontas Coal Com- 
pany [CCH Dec. 2548], 7 BTA 380. The 
tax years were 1919 and 1920, and the tax- 
payer operated an underground coal mine. 
According to the Board’s findings, the fol- 
lowing items of equipment were purchased 
for the following purposes during the tax 
years in question: 

1. A power drill was purchased to drill 
slate rock (it did not increase production but 
helped maintain it). 


2. Steel rails were purchased because of 
the progression of working faces. 


3. Fans were purchased as replacements 
in order to secure proper ventilation. 

4. Pumps were purchased to take care of 
an emergency roof break. 

5. Gathering locomotives were purchased 
because of the increased length of hauls. 


The Board sustained the Commissioner’s 
contention that all of these items were to be 
capitalized. The Board observed that the 
power drill, pumps, locomotives and fans 
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were permanent installations. The “mere 
fact that these two particular pumps were 
purchased to meet an emergency situation 
does not justify the charging off of the ex- 
penditures as ordinary and necessary busi- 
ness expenses.” The Board cited in support 
of its decision the Union Colliertes and Kirk 
Coal Company decisions. As to the steel 
rails, the Board recognized that in the Bruin 
Coal Company case, the cost of steel rails was 
held to be an ordinary and necessary busi- 
ness expense, but held that the later Union 
Collieries and Kirk Coal Company cases had 
overruled the Bruin Coal Company case in 
that respect. 


White Ash Coal Company 


On February 23, 1928, the Board of Tax 
Appeals decided the case of White Ash Coal 
Company [CCH Dec. 3604], 10 BTA 942. 
The tax year was 1919, and the taxpayer op- 
erated an underground coal mine. The items 
involved were cable and trolley wire, steel 
rails, ties, mine cars, and Jeffrey mining ma- 
chines. The Board found that installation 
of the equipment was necessary to maintain 
and operate the mine and was occasioned 
by the increase of territory within the mine 
and by the increase in the number of switches. 


The taxpayer, relying on Article 222 of 
Regulations 45, urged that the expenditures 
were necessary to maintain the normal out- 
put of the mine, and were, accordingly, de- 
ductible from gross income. The Board 
held for the Commissioner, pointing out that 
the taxpayer’s position was identical with 
that considered in the Union Collieries case. 
The Board affirmed its holding in the latter 
case. 


Marsh Fork Coal Company 


Despite the statements in S. M. 2319A, up 
to this point the Commissioner seemed to 
apply the “one-year rule” to fully developed 
mines. That is, he charged to capital all 
expenditures for items having a physical life 
in excess of one year. The leading case 
which flatly knocked out the “one-year rule” 
is Marsh Fork Coal Company [CCH Dec. 
3847], 11 BTA 685 (1928); rev’d [2 ustc 
{ 550] 42 F. (2d) 83 (CCA-4, 1930). The tax 
year involved was 1920. The taxpayer op- 
erated an underground coal mine, which was 
fully developed by 1920. 


During the tax year in question, the tax- 
payer spent some $29,000 for electric loco- 
motives, mine cars and steel rails, which he 
expensed. According to the Board’s find- 
ings, these expenditures had been made to main- 
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tain the tonnage production of the mine because 
of the increased length of the haul occasioned 
by the recession of the working faces. Cit- 
ing the Union Collieries case, the Board sus- 
tained the action of the Commissioner in 
treating these items as capital expenditures. 
The taxpayer took an appeal to the Fourth 
Circuit Court of Appeals, which reversed the 
Board and sustained the position of the tax- 
payer. 

The taxpayer contended that the items in- 
volved were not capital items because they 
did not increase output, decrease cost of 
production or add to the value of the mine, 
but had been made solely to maintain normal 
production. The taxpayer relied on Article 
222 of Regulations 45. 


The court averted to Section 215 (b) of 
the Revenue Act of 1918 (40 Statutes 1069). 
It stated that this section threw some light 
on what is to be considered as ordinary and 
necessary expense, but specified among items 
not deductible “any amount paid out for any 
buildings or for permanent improvements or 
betterments made to increase the value of 
any property or estate.” The court stated: 


“Ordinarily, it is true that the purchase of 


‘machinery having a life greater than one 


year is to be charged to capital and not ex- 
penses, for, ordinarily, such machinery is 
purchased either to increase production or 
to decrease cost and in either event to add 
to the value of the property. Expenditures 
such as those here involved, however, are 
not made either to increase production or to 
decrease cost of operation. They do not add 
to the value of the property, and are not 
made for that purpose. They are made 
solely for the purpose of maintaining the 
capacity of the mine as the working faces of 
the coal recede. They represent the cost, as 
it were, of bringing forward the working 
plant of the operator which is made neces- 
sary after the coal is removed from the mine 
and the tunnels increase in length.” 


The Commissioner argued before the court 
that after a mine had passed its develop- 
ment stage, expenditures for equipment hav- 
ing life in excess of one year were to be 
treated as capital expenditures. The court 
pointed out that the Commissioner’s theory 
leads “to the ridiculous result that, with the 
increase of investment, the property becomes 
less valuable, and that when the investment 
is complete, the property is practically worth- 
less.” The court flatly stated that the fact 
that the items purchased “may last for a 
number of vears ... is immaterial.” 


The court then reviewed, at length, ac- 
counting authorities for coal operations, and 
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found them uniformly to support the tax- 
payer’s contention. The court referred to 
Article 222 of Regulations 45 and 62 and 
Article 224 of Regulations 65, and noted 
“that while the language of each of these 
Regulations differs slightly from the others, 
all provide that the cost of minor items of 
equipment, such as we are considering here, 
necessary to maintain normal output, shall 
be charged to current expense of operation.” 


The court noted that the decisions of the 
Board of Tax Appeals were not in accord, 
and specifically disapproved the result which 
the Board reached in the Union Collieries 
case. The court finally observed that its 
construction was in harmony with the deci- 
sion of the Fifth Circuit Court of Appeals 
in the Roden Coal Company case. 


Brier Hill Collieries 


On June 11, 1928, shortly after its decision 
in the Marsh Fork Coal Company case, but 
before the Circuit Court of Appeals’ deci- 
sion, the Board of Tax Appeals decided 
Brier Hill Collieries [CCH Dec. 4080], 12 
3TA 500; rev’d [5 ustc J 1433] 50 F. (2d) 
777 (CCA-6, 1931). The tax years involved 
were 1918 and 1919, and the taxpayer oper- 
ated an underground coal mine. The mine 
had long passed its development stage. 


In the tax years in question, the taxpayer 
expensed and the Commissioner capitalized 
some $43,000, representing expenditures for 
steel rails, mine cars, switches and trolley 
wires. Relying on Article 222 of Regula- 
tions 45, the taxpayer urged before the 
Board that the expenditures be allowed as 
expenses under the “normal output” theory. 
The Board of Tax Appeals held for the 
Commissioner, citing the Union Collieries and 
White Ash Coal Company decisions. 


On appeal, the Sixth Circuit Court of Ap- 
peals reversed the Board. That court stated 
that were the case “without exact precedent,” 
it would “hesitate to say that expenditures 
for equipment having a useful life of many 
years and enabling the owner to operate 
more economically were not capital invest- 
ments,” but that the issue had been decided 
against the Commissioner in the Circuit 
Court of Appeals cases of Roden Coal Com- 
pany and Marsh Fork Coal Company. 


Crystal Block Coal Company 


On February 26, 1929, the Board of Tax 
Appeals decided Crystal Block Coal Company 
[CCH Dec. 4909], 15 BTA 600. This case 
was decided before the Circuit Courts’ de- 
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cisions in the Marsh Fork and Brier Hill 
cases. The tax years involved were 1918 
and 1919, and the taxpayer operated an un- 
derground coal mine. 


The taxpayer attempted to treat as expense 
items expenditures for electric locomotives, 
mining machines, mine cars and power ma- 
chines and sets. The Board found that these 
items each had a useful life of from two to 
ten years. The Board sustained the Com- 
missioner and held the expenditures to be 
capital in nature, citing its decisions in the 
Union Collieries, Kirk Coal and Carbon Lime- 


stone cases. 


The taxpayer had argued before the Board 
that mine accounting authorities sustained 
its position that the expenditures in question 
were chargeable to the expense account if 
the expenditures had been made after the 
mine had reached its peak production. The 
Board answered this contention, stating: 


“In this manner, the greater part of the 
expense for equipment is thrown against the 
earlier years of operation, when other costs 
are less and during the later years the cost 
of equipment is less when other costs are 
greater. In this manner, an attempt is made 
to make the expense of mining in the later 
years as small as possible. Yet it is recog- 
nized that in the later years more equipment 
is required than in the earlier years. This 
can only mean that it costs more to mine 
such coal in the later years and such fact 
cannot be escaped by charging equipment 
off as purchased, even though such may be 
the conservative accounting insisted upon 
by those who do business with mining com- 
panies such as bankers, bond holders and 
creditors. We have had occasion to point 
out that what may be proper accounting 
for certain business purposes is not always 
proper under the tax law. . So long as 
petitioner is permitted to deduct the cost of 
this equipment over the years in which it 
is used, the tax law has been met.” 


Boardman Coal Mining Company 


The Boardman Coal Mining Company 
[CCH Dec. 5613], 18 BTA 160, was de- 
cided by the Board of Tax Appeals on 
November 11, 1929. The tax years involved 
were 1918 and 1920, and the taxpayer oper- 
ated an underground coal mine. 


The court’s findings and opinion are very 
brief. The only pertinent information con- 
tained in the findings is that the taxpayer 
purchased mine machinery and equipment 
costing some $13,000 in 1918 and $45,000 in 
1920; that the taxpayer treated these items 


March, 19448 ® TAXES —The Tax Magazine 





f 
' 

4 
4 





as ¢ 
the 
hel 
the 
“cle 
Th 


and 
Ca 


Caf 
20 

192 
pro 


ten: 
mal 
ope 
cos! 
on 

of . 
pen 
lum 
Ta» 
Stat 
dev 
had 
cita 
tha 


Ma 


Wi) 
6801 
19, 
in t 
Fou 
Coa 
and 
coa 
rail: 
Boa 
witl 
sust 
the 
tal 


A 
tax] 
mot 
all ( 
a li 
ente 
caus 
fore 
1927 
Opir 
Boa 
just 
taliz 


Min 


rd 
od 
on 


he 
he 


he 
he 
sts 
ost 
are 
ide 


og- 
ent 
his 
ine 
fact 
ent 
be 
pon 
om- 
and 
oint 
ting 
yays 
> as 
st of 
h it 


y 

pany 
- de- 
s on 
yIlved 
oper- 


very 
con- 
payer 
yment 
)00 in 
items 


yazine 


as expenses, while the Commissioner treated 
them as capital expenditures. The Board 
held them to be capital items depreciable at 
the rate of 7% per cent, stating that they 
“clearly constitute capital expenditures.” 
The Board opinion contains no reasoning 
and no citation of authority. 


Caflisch Lumber Company 


On October 10, 1930, the Board decided 
Caflisch Lumber Company [CCH Dec. 6399], 
20 BTA 1223. The tax year involved was 


1920, and the taxpayer operated lumber 
properties. 


The taxpayer expensed the cost of ex- 
tending railroad tracks which were built to 
make more timber available to the lumber 
operation; the Commissioner capitalized this 
cost. Before the Board the taxpayer relied 
on the Roden and Marsh Fork Circuit Court 
of Appeals decisions, arguing that the ex- 
penditures involved merely maintained the 
lumber operation’s output. The Board of 
Tax Appeals sustained the Commissioner, 
stating that the lumber tract was not fully 
developed until the extended railroad tracks 
had been built. The opinion contains no 
citation of authority and no other reasoning 
than that here set forth. 


Mapel-Sterling Coal Company 


Mapel-Sterling Coal Company [CCH Dec. 
6806], 22 BTA 817, was decided on March 
19, 1931, prior to the Sixth Circuit’s decision 
in the Brier Hill Collieries case, but after the 
Fourth Circuit’s decision in the Marsh Fork 
Coal Company case. The tax year was 1922, 
and the taxpayer operated an underground 
coal mine. The items involved were steel 
rails, mine ties, cross bars and props. The 
Board’s decision contains no other findings 
with respect to these items. The Board 
sustained the Commissioner’s treatment of 
the expenditures for all of the items as capi- 
tal expenditures. 


According to the Board’s opinion, the 
taxpayer based his entire case on the testi- 
mony of his mine foreman to the effect that 
all of the items, except the mine ties, had 
a life of but one year. The mine foreman 
entered the taxpayer’s employ in 1927. Be- 
cause of this, the Board stated that the mine 
foreman “knew nothing of conditions in 
1922” at the taxpayer’s mine, and that his 
opinion was consequently worthless. The 
Board held that there was no evidence to 
justify disturbing the Commissioner’s capi- 
talization of the items. 


Mining Expenditures 


West Virginia-Pittsburgh 
Coal Company 


The leading case of West Virginia-Pitts- 
burgh Coal Company [CCH Dec. 7194], 24 
BTA 234, was decided by the Board of Tax 
Appeals on September 30, 1931. The tax 
years involved were 1917, 1918, 1920 and 


1922; the taxpayer operated a drift coal 
mine. 


During the tax years in question, the 
taxpayer deducted expenditures for the follow- 
ing items as ordinary and necessary operat- 
ing expenses: steel rails, mining machines, 
machine locomotives, mules, motors, pumps, 
pipe, steel ties, trolley wire, fans, mine car 
repair parts, a rotary converter, transform- 
ers and mining machines. The Commis- 
sioner determined that all of these items 
constituted additions to capital. 


The Board found that the mine cars and 
rails had been purchased to take care of the 
increased length of the haul upon the ad- 
vance of the working faces; that the mining 
machines had been purchased to take care 
of the cutting of the coal in the scattered 
territory opened by the advancing working 


‘faces; and that the other items had been 


purchased for a similar purpose. The Board 
found that all of the items had been pur- 
chased to maintain normal daily production; 
that none of the items had been purchased 
to increase production or decrease operating 
costs; and that the installation did not in 
fact increase production or decrease costs. 
The Board further found that the taxpayer’s 
mine was difficult to operate and needed 
more equipment than a normal mine needed 
to maintain production, and that “it is the 
general practice in the bituminous coal min- 
ing industry to charge to current expense 
expenditures for additional equipment for a 
developed coal mine when such equipment 
is purchased for the purpose of maintaining 
normal production.” 


The Board held for the taxpayer on all 
items. It stated that the taxpayer’s conten- 
tion had been decided in its favor by the 
Circuit Courts of Appeals in the Roden Coal, 
Marsh Fork and Brier Hill cases, all “incon- 
sistent with or reversing decisions of the 
Board which held that such expenditures 
were not deductible from gross income as 
ordinary and necessary expenses.” In view 
of these cases, its decision in Union Collieries 
Company and numerous cases denying the 
deduction of such items would “not be fol- 
lowed in the future.” 


The Commissioner refused to acquiesce 
(M1-T ‘CB 12), 
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Tennessee Consolidated 
Coal Company 


Tennessee Consolidated Coal Company 
[CCH Dec. 7217], 24 BTA 369, was decided 
on October 20, 1931, three weeks after the 
Board’s decision in the West Virginia-Pitts- 
burgh case. The tax years were 1920 and 
1922, and the taxpayer operated an under- 
ground coal mine. The items involved were 
mine rails, boiler tubes, car wheels, pipe, tie 
siding, electric locomotives and a portable 
air compressor. 


The Board found that all of the above 
items (except boiler tubes) were necessary 
in order for the taxpayer to maintain normal 
coal output because of the increased dis- 
tance of the haul and the extended work- 
ings; that the boiler tube was necessary to 
repair an engine; that none of the items 
reduced the cost of mining nor increased 
the value of the mines; and that each of 
the items had a life of more than one year. 


The Board reversed the action of the 
Commissioner and permitted the taxpayer to 
expense all of the items. The Board was 
“unable to distinguish the character of these 
items from those involved in West Virginia- 
Pittsburgh Coal Company . . . wherein de- 
ductions on account thereof were allowed.” 


The Commissioner refused to acquiesce 


(XI-1 BC 11). 


Manchester Coal Company 


Manchester Coal Company [CCH Dec. 
7247], 24 BTA 577, was decided by the 
Board of Tax Appeals on November 3, 
1931. The tax year was 1931. The taxpayer 
operated a coal strip mine. The items in- 
volved were steel rails and fittings to be 
used in building extensions of its plant rail- 
road to the site of mining operations. The 
Board found that the steel rails and fittings 
did not increase production or reduce cost 
of operation, but had been purchased to 
maintain normal output. The taxpayer’s 
treatment of these items as expensable was 
sustained, on authority of the West Virginia- 
Pittsburgh case. The Commissioner refused 
to acquiesce (XI-2 CB 151). 


Preston County Coke Company 


On November 5, 1931, the Board of Tax 
Appeals decided Preston County Coke Com- 
pany [CCH Dec. 7253], 24 BTA 646. The 
tax year involved was 1920, and the tax- 
payer operated an underground coal mine. 
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According to the Board’s findings, the 
taxpayer purchased the following items for 
the following purposes: 


1. Fan, pump, steel rails, bending ma- 
chine and mining machine, to maintain the 
normal output of coal rather than to in- 
crease production. 


2. Covington coke machine, to draw coke 
from the ovens mechanically (formerly this 
had been done by hand). 


3. Steam shovel, to remove the coke from 
the ovens to railroad sidings to await loading. 


The taxpayer expensed all of these items, 
and contended before the Board that they 
served to maintain normal production and 
not to increase production, and that none 
of the items decreased cost of production 
or added to the capital value of the prop- 
erty. On the basis of the findings, the 
Board allowed the taxpayer to expense those 
items set forth in (1) above, citing the 
Marsh Fork, Roden and Brier Hill decisions 
by the Circuit Courts, and its own decision 
in the West Virginia case. 


As to the coke machine and steam shovel, 
the Board held for the Commissioner and 
required the taxpayer to capitalize those 
items: 

“The coke machine was used exclusively 
in removing the coke from the ovens and 
the steam shovel was used in handling the 
finished coke after removal from the ovens. 
The conversion of coal into coke is not a 
mining process, but is a manufacturing proc- 
ess. The [taxpayer’s] mining operations 
ceased when the coal was removed from the 
mine and delivered at its coke plant. Since 
neither the coke machine nor the steam 
shovel was used in this process, they cannot 
be classified as items of mine equipment and, 
as such, charged to expense account. They 
are clearly capital expenditures returnable 
to the [taxpayer] through depreciation al- 
lowances.” 


Hutchinson Coal Company 


Hutchinson Coal Company [CCH Dec. 
7305], 24 BTA 973, aff'd on different point 
[3 ustc J 1087] 64 F. (2d) 275 (CCA-4), 
cert. denied on different point 290 U. S. 652, 
was decided by the Board of Tax Appeals 
on November 27, 1931. The tax year in- 
volved was 1929, and the taxpayer operated 
an underground coal mine. The items in 
question were rails, mine pumps and motors. 
The only findings which the court made in 
regard to these items were as follows: 


1. They had been purchased after the 
mine had reached full development. 
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2. The equipment had been purchased to 
maintain production because of receding 
working faces. 


3. The equipment did not increase the 
value of the mine or its output. 


The Board sustained the taxpayer and 
allowed the deduction of the expenditures 
as ordinary and necessary business expenses. 
The Board stated that the “question” posed 
by the case had “been heretofore passed 
upon by the courts and by the Board and 
the allowance of such expenditures as ex- 
penses of business sustained,” citing its own 
decision in West Virginia-Pittsburgh Coal 
Company and the Circuit Courts’ decisions 
in the Roden, Marsh Fork and Brier Hill 
cases. 

The Commissioner refused to acquiesce 
in the Board’s decision (XI-1 CB 9). 


G. E. Cotton 


G. E. Cotton [CCH Dec. 7481], 25 BTA 
866, was decided by the Board of Tax 
Appeals on March 14, 1932. The tax years 
involved were 1927, 1928 and 1929. The 
taxpayer operated a Colorado ore mine. 


The taxpayer conducted exploratory oper- 
ations in 1927, 1928 and 1929. His opera- 
tions were limited to the driving of tunnels 
into the side of mountains to locate a vein 
of ore, which was never found. The tax- 
payer also ran an industrial loan business, 
and in the tax years in question, filed a 
single return, deducting as expenses from 
the gross income derived from the industrial 
loan business the cost of driving tunnels. 
The Commissioner treated the cost of driv- 
ing the tunnels as a capital item. 


The Board, in a short opinion, held for 
the Commissioner: 


“If the development [of the mine] results 
in discovery of commercial ores, the cost 
may be recovered through depletion and 
depreciation deductions; if the prospect is 
abandoned, loss should be claimed in the 
year of the abandonment. The [Commis- 
sioner’s] action in rejecting the [taxpayer’s] 
claim for the deduction from his income as 
expenses is in accord with Regulations 69, 
Article 222.” 


Cunard Coal Company 


On June 2, 1932, the Board of Tax Ap- 
peals decided Cunard Coal Company [CCH 
Dec. 7601], 26 BTA 234. The tax years in- 
volved were 1917, 1918 and 1919; the tax- 
Payer operated an underground coal mine. 
The items were Jeffry coal cutters, a six-ton 
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locomotive, the repair of a motor-generator 
set, a new track, drum hoists and a scraper- 
loader set. With respect to all of these 
items, the Board found that the “production 
from petitioner’s mine had reached the fully 
developed stage”; that the expenditures did 
not increase the coal output, “nor result in 
more than a negligible reduction in the cost 
of production”; and that the expenditures 
did not add to the value of petitioner’s prop- 
erty, but were necessary in order to main- 
tain normal production. 


Reversing the Commissioner, the Board 
held all of the items expensable. The 
Board’s opinion cites as authority for its 
decision merely its own decisions in the 
West Virginia-Pittsburgh and Tennessee Con- 
solidated Coal Company cases, and the Cir- 
cuit Courts’ decisions in the Roden Coal, 
Marsh Fork and Brier Hill Collieries cases. 


The Commissioner refused to acquiesce 
(XI-2 CB 12). 


Franklin Coal Mining Company 


On October 1, 1932, the United States 
District Court for the Northern District of 


’ Alabama decided the case of Franklin Coal 


Mining Company v. U. S. [1933 CCH § 9165]. 
The tax years were 1924, 1925, 1926 and 
1927; the taxpayer operated an underground 
coal mine. This was a suit to recover taxes 
paid under protest. 


Without citing any cases or reasons for 
its decision, the court sustained the taxpay- 
er’s action in expensing mine cars, mine 
locomotives, small mine machinery and un- 
derground electrical equipment. With re- 
spect to all of these items, the court made 
a finding that they had been purchased to 
maintain production. The court also per- 
mitted-the taxpayer to expense monies spent 
for an additional ventilating shaft, which 
became necessary because of the increased 
depth of operations. 


During one of the tax years in question, 
the taxpayer put in a power and transmis- 
sion line to replace the old line, which was 
breaking down. The court held this to be 
a capital expenditure, as it “was made for 
the purpose of improving the facilities and 
efficiency of the mine, to save shutdowns 
and, accordingly, to this extent to increase 
or improve the output and production of the 
mine.” 


Connellsville Central Coke Company 


On February 20, 1933, the Board of Tax 
Appeals decided Connellsville Central Coke 
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Company [CCH Dec. 7936], 27 BTA 771. 
The tax years involved were 1917, 1918 and 
1920; the taxpayer operated an underground 
coal mine used in connection with the opera- 
tion of coke ovens. 


The mine was designed to operate on the 
“retreat” system, which necessitated the 
driving of entries from the base of the shaft 
to the extreme limits of the property with 
a minimum of delay. Most of the coal was 
mined as the operations retreated from these 
limits towards the shaft. In 1913, the ad- 
vanced headings had reached the extreme 
limits of the property; after 1915, all coal 
was mined on the retreat. The ventilation 
of the mine was accomplished through the 
headings and entries driven to the limits. 
No part of the money expended for the 
driving of entries and shafts was ever capi- 
talized on the taxpayer’s books, but the 
entire amount was charged to expense. 


The issue before the Board concerned 
the computation of the excess profits tax 
for the years 1917, 1918 and 1920. This 
depended, in large measure, upon the amount 
of invested capital the taxpayer had in those 
years. The taxpayer contended that the cost 
of the entries and headings had been errone- 
ously expensed, and that this should have 
been capitalized; the Commissioner refused 
the capitalization of any part of the cost of 
these entries, urging that it was expense 
items. The Board held for the taxpayer. 


The Commissioner conceded before the 
Board that the driving and equipping of 
entries was development work, “normally” 
to be capitalized. He, nevertheless, refused 
to permit capitalization on the grounds “that 
the entries were dug through solid coal and 

. that the coal thus produced more than 
compensated the petitioner for the cost of 
digging it.” The Commissioner relied on 
Article 222 (a) of Regulations 45 “to the 
effect that, while a mine is in the develop- 
ment stage, there shall be charged to capital 
account only those expenditures for develop- 
ment in excess of receipts from minerals 
sold.” On the Commissioner’s theory, “there 
were no expenditures for development in 
excess of receipts from minerals sold... 
and, consequently, nothing to be charged to 
capital account recoverable through depletion.” 


The Board found that the taxpayer had 
“sold only a negligible amount of coal [dur- 
ing the period entries were driven], and if 
the Regulations were to be construed strictly, 
practically all of the development costs would 
be capitalized.” 


The Board further pointed out that the 
“entries in question added value to 
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the mineral deposit beyond the current year”; 
that under Regulations 45, where such de- 
velopment takes place after “the develop- 
ment stage” is over, the cost should be 
carried as a “deferred charge” and deducted 
over later years; that it did not know what 
significance the Commissioner attached to 
the words “deferred charges” since they do 
not appear in the Code; and that “perhaps” 
the Commissioner “would allow such ex- 
penditures to be capitalized.” 


The Board then turned to the validity of 
Article 222 of Regulations 45. The Board 
stated that no sound argument could be 
advanced to sustain the reasonableness of 
the part of Article 222 upon which the Com- 
missioner relied. It pointed to the decision 
of the Fifth Circuit Court of Appeals in 
the Little Cahaba Coal Company case, which 
held that “the cost of development in a coal 
mine should be capitalized regardless of 
whether or not a profit is made during the 
development period,” and stated that that 
case was “not distinguishable from the pres- 
ent case.” 

The Board concluded: 

“Through the expenditures incurred in 
driving and equiping these entrys, the 
petitioner acquired facilities, including haul- 
age ways, ventilation and drainage, which 
were necessary for and were actually used 
in the mining of the remaining coal. They 
not only decreased the cost of producing the 
remaining coal in the mine, but the evidence 
also indicates that they actually added value 
to the mine after due allowance is made for 
the coal extracted. The driving of an entry 
is a more expensive proposition than the 
mining of such an equivalent quantity of 
coal from portions of the mine which are 
not to be used as entries. . . . Therefore, 
it seems only proper that not all of the 
cost of driving and equipping these entries 
should be charged as ordinary and neces- 
sary expense in producing only that coal 
recovered from these entries. So that the 
remaining coal may bear its proper share 
of this cost, some part of the cost should 
be capitalized.” 

The Board’s opinion does not indicate the 
extent to which the taxpayer was entitled 
to capitalize the cost of equipping and driv- 
ing the entries. The only issue before the 
Board was whether, for excess profits pur- 
poses, any part of the cost of driving and 
equipping the entries was properly capital- 
izable. 


William Ritter Lumber Company 


On March 31, 1934, the Board of Tax 
Appeals decided William Ritter Lumber Com- 
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pany [CCH Dec. 8491], 30 BTA 231, modi- 


fied on another point [CCH Dec. 9084] 33 
BTA 117. 


The taxpayer operated a coal mine of the 
drift type. In the tax years in question 
it made three types of expenditures, all of 
which it expensed and the Commissioner 
capitalized. The types of expenditures and 
their purposes are set forth below: 


1. During the tax years 1923 to 1928, the 
taxpayer purchased steel rails, copper wire, 
mine cars, locomotives, mining machinery, 
fans, pumps and motors. As to all of these 
items, the Board found that the equipment 
had a useful life in excess of one year; had 
been purchased because of advancing work- 
ing faces.to maintain production, had not 
been purchased to increase production or 
decrease costs of operation, and did not in 
fact have that effect. 


2. During the tax years 1923 to 1926, the 
taxpayer mined coal from two separate seams. 
In order to eliminate the slate from the coal 
mined in one of the seams, it made certain 
tipple alterations. For the most part, the 
tipple alterations consisted in the installa- 
tion of separate conveyors. The Board 
found that such alterations (1) did not in- 
crease tipple capacity, (2) did increase costs 
of operation (3) and did increase the value 
of output and preserve the market for the 
coal mined from the seam containing slate. 
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3. During the tax year 1927, expenditures 
were incurred to dredge a creek to keep it 
from getting out of bounds. Expenditures 
were also incurred for the building of a 
road to facilitate hauling. The Board found 
that the road had a useful life of more than 
one year, and that the dredging and road 
work would not increase output but would 
improve the property. 


As to the above items, the Board held: 


1. Items contained in (1) above were all 
expensable- The Board reached this con- 
clusion by citing the West Virginia-Pittsburgh 
and Flutchinson Coal cases. 

2. The tipple alterations constituted a 
capital expenditure. 


“While the alterations did not increase 
the normal output of the mines served by 
those tipples, the quality of the output was 
improved. In fact, it appears that the mar- 
ket for the coal from those mines would 
have been lost but for these improvements 
to the tipple.” 

3. Expenditures for dredging and road 
work were held to be “clearly capital expen- 
ditures, being permanent improvements which 
enhanced the coal properties and not in the 
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nature of equipment used solely for the pur- 
pose of maintaining the normal production 
of the mmes in those years.” 


G. C. M. 13954 


In the latter part of 1934, the Bureau 
issued G. C. M. 13954, XIII-2 CB 66. 


Percentage depletion for coal mines was 
incorporated into the Code in 1932. G. C. M. 
13954 was issued in response to the question 
posed by certain coal mine operators as to 
“whether all the capitalized mine develop- 
ment costs are to be allowed as deductions 
separately in computing net income, in addi- 
tion to the percentage depletion allowance, 
or whether the percentage depletion allow- 
ance is in lieu of all or some part of such 
capitalized costs”. The operators contended 
that development costs which had been 
capitalized on the books of the taxpayer 
should not be held to be capital costs re- 
coverable through percentage depletion, but 
should be held to be deductions from gross 
income as deferred operating expenses. 


The General Counsel ruled that the intro- 
duction of the percentage depletion provi- 


‘sions in the Code added nothing new to the 


treatment of capitalized development costs. 
He concluded: 


1. The “excess of mine development costs 
over receipts from minerals sold while the 
mine is in the development stage is charge- 
able to the capital account recoverable through 
depletion.” 


2. The “so-called capitalized development 
costs after the mine has reached the pro- 
ducing status should not be treated as capital 
charges recoverable through depletion, but 
as operating expenses deductible in the year 
in which the ore benefited by such expen- 
ditures is produced and sold.” The memor- 
andum recognized that at the time of its 
issuance neither the Code nor the Regu- 
lations defined “capitalized costs of develop- 
ment after the mine has reached the producing 
stage” or specified their treatment. Begin- 
ning with Regulations 69, the Regulations 
had omitted the “express rule” that capi- 
talized development costs after a mine has 
reached the producing stage should be treated 





° The significance of this query was stated in 
the G. C. M. as follows: “If capitalized de- 
velopment costs are not included within the 
capital to be recovered through depletion, they 
must be treated as deferred expenses of mine 
operation deductible separately in the determi- 
nation of taxable income. If treated on the 
later basis, they will reduce the amount of net 
income by which the limitation of percentage 
depletion allowance to 50 percent of the net 
income from the property is to be determined.”’ 
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as deferred operating expenses and deducted 
as such in the year to which they were 
applicable. The memorandum admitted that 
the Regulations then in effect (Regulations 
77) flatly provided “that all expenditures 
during the development stage shall be charged 
to the capital account recoverable through 
depletion.” However, the “express rule” 
enunciated in the earlier Regulations still 
governed. The memorandum pointed to 
Article 222 (a) of Regulations 45 and Article 
224 (a) of Regulations 65 as “definitely” 
providing “that such development costs should 
be treated as deferred operating expenses 
and deducted as such in the years to which 
applicable.” The latter article states: 


“After a mine has reached the producing 
stage, and expenditures for extraordinary 
development which increases the ore reserves 
o1 the rate of production or which decreases 
the future cost of ore production may be 
charged to capital account as prepaid operat- 
ing expense and deducted as an operating 
cost in the years to which it is applicable.” 


A second basic question was posed in 
G. C. M. 13954. The mine operators also 
sought a ruling “as to what constitutes the 
development stage of a mine, and whether 
the scope of the development should be 
limited to generally exploratory develop- 
ment costs.” The General Counsel ruled that 
such a determination was one of fact, and 
reaffirmed the rule set forth in the Regula- 
tions from Regulations 65, Article 224 (a), 
up to and including Regulations 77, Article 
235 (a): 

“When the major portion of the mineral 
production is obtained from workings other 
than those opened for the purpose of de- 
velopment or when the activity of a mine 
becomes the production of developed ore 
rather than the development of additional 
ores for mining, the mine will be considered 
to have passed from a development to a 
producing status.” 


The memorandum then stated: 


“It appears that the rule contemplates 
the making of entries to the ore body or 
mineralized zone beyond mere exploratory 
hauls or test pits employed for the discovery 
of the mineral deposit and for the ascer- 
tainment of certain ore excesses in quantity 
and grade sufficient to justify commercial 
exploitation. ... The definition in the Reg- 
ulations would seem to contemplate that the 
development stage continues until there is 
a body of developed ore ready for purely 
extraction activities. This would appear to 
apply to all systems of mining, whether by 
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underground methods or by open pit or 
open cut methods. 


“To what point the development stage is 
to be carried in the case of shaft sinking 
and tunneling and in the case of stripping 
operations must be determined by the Bu- 
reau on the particular facts of each case. 

. the view of this office [is] that the 
Regulations extend the development stage 
to a point beyond mere exploratory activities.” 


The G. C. M. pointed to the fact that the 
term “development stage” had been twice so 
construed in court decisions. It stated that 
the “developing stage” in the District Court 
decision in the Little Cahaba case “was car- 
ried to the point in the driving of the mining 
slopes there in question at which the com- 
pany was able to pay dividends from its 
earnings from the sale of the mineral”; and 
in the Connellsville Central case, “where the 
mine was developed to supply coal to certain 
coke ovens .. . the development stage con- 
tinued until there were sufficient entries 
made to enable the company to supply the 
coal needed by the coking operations.” 


As indicated above, the District Court's 
decision in the Little Cahaba case was re- 
versed on appeal to the Circuit Court of 
Appeals. 


Enterprise Coal Company 


The next decided case was that of Fnter- 
prise Coal Company v. Phillips [35-2 uste 
q 9577], 12 F. Supp. 49 (DC Pa., 1935); aff'd 
per curiam [36-2 ustc § 9375] 84 F. (2d) 565 
(CCA-3, 1936). This was an action brought 
in the United States District Court to re- 
cover taxes paid under protest. The tax 
year was 1923, and the taxpayer operated 
an underground coal mine. The first class 
of items involved were expenditures for 
mine car wheels, mine cars, switches, trolley 
wires and rails. Citing the Roden Coal, 
Marsh Fork and Brier Hill cases by the Cir- 
cuit Courts, the District Court held these 
items to be chargeable to expense since they 
were necessary “to maintain normal produc- 
tion after the mine had reached its maxi- 
mum development.” 


The second class of items involved an 
expenditure of $115,000 for extension and 
enlargement of tunnels, addition of rolls and 
jigs to picking tables and additions to breakers. 
The court sustained the Commissioner’s 
treatment of these items as capital expen- 
ditures. The Board disallowed their treat- 
ment as expenses of operation, first, because 
the taxpayer had not sustained its burden 
of proof that the mine was fully developed 
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when the expenditures were made, and, sec- 
ondly, because it failed to show that the 
expenditures were for “minor items” neces- 
sary to maintain normal output. The Court 
pointed out (1) that after the expenditures 
had been made, there was a marked increase 
in production; (2) that the taxpayer had 
previously treated the expenditures as cap- 
ital assets in a tax return; (3) that part of 
the expenditures appeared to be of a de- 
velopmental nature (a shaft driven into solid 
coal); and (4) that the $78,000 item to re- 
build the breaker could not “be considered 
as a minor item of plant and equipment but 
must be considered as a major capital item 
of permanent improvement or betterment to 
increase the value of the property. The 
{taxpayer} has not established that this re- 
newed breaker did not increase production.” 


The Circuit Court of Appeals for the 
Third Circuit affirmed per curiam on the 
grounds that it had no jurisdiction to review 
the facts of the case because a jury trial 
had been waived in the trial court. 


Winding Gulf Colliery Company 


The case of Winding Gulf Colliery Com- 
pany v. Brast [36-1 ustc J 9202] 13 F. Supp. 
743 (DC W. Va., 1936), aff’d [38-1 ustc 
§ 9038] 94 F. (2d) 179 (CCA-4, 1938), was 
a suit to recover taxes paid under protest. 
The tax years involved were 1919, 1920 and 
1925. The taxpayer operated an under- 
ground coal mine, which had passed its 
development stage. Expenditures had been 
made for rails, mine machines, locomotives, 
additions to a blacksmith shop, an oil shed, 
car pull, etc. The District Court stated at 
the outset that the case was governed by 
the Marsh Fork, Roden Coal and Brier Hill 
decisions. It found that the expenditures 
were necessary to maintain production and 
did not increase the value of the mine. Ac- 
cordingly, the Court sustained the taxpayer’s 
expensing of the expenditures involved. Even 
at this late date, the Commissioner con- 
tended before the District Court that the 
expenditures should be capitalized because 
they had a life longer than one year. The 
District Court stated that such a contention 
was “in direct contravention of the court 
in the Marsh Fork case.” The court further 
stated that it “is not the nature of the article 
purchased, but the necessity for it which is 
the determining factor.” 


The Circuit Court of Appeals for the 
Fourth Circuit affirmed with the flat state- 
ment that the Marsh Fork decision “has 
been accepted as the established law.” 
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International Shoe Company 


On July 19, 1938, the Board of Tax Ap- 
peals decided International Shoe Company 
[CCH Dec. 10,090], 38 BTA 81. 


The tax years involved were 1930 through 
1933. The taxpayer was a shoe manufac- 
turer, which sought to expense the cost of 
dies, lasts and patterns. The Commissioner 
capitalized the cost of these items, and 
argued before the Board of Tax Appeals 
that his treatment was proper because they 
had a useful life of more than one year. 


The Board of Tax Appeals sustained the 
taxpayer. It stated that the situation was 
similar to those in the Roden Coal, Marsh 
Fork, Brier Hill, West Virginia-Pittsburgh, 
Tennessee Consolidated, Preston County Coal 
Company and Cunard Coal Company cases. 
The Board held that “the mere fact that 
[the items] had a useful life of more than 
one year was not determinative of the ques- 
tion.” The lasts, dies and patterns enabled 
the taxpayer “to keep abreast of the times” 


and did not expand the taxpayer’s pro- 
duction. 


Little War Creek Coal Company 


The next case to be decided was Little 
War Creek Coal Company v. U. S. [38-2 ustc 
{ 9506], 25 F. Supp. 764 (DC W. Va., 1938); 
rev'd on other grounds [39-2 ustc § 9552], 
104 F. (2d) 483 (CCA-4, 1939). This was 
a suit to recover taxes paid under protest. 
The tax year involved was 1929, and the 
taxpayer operated an underground coal mine. 


The mine had reached its peak production 
in 1929. In that year the taxpayer purchased 
car wheels, pumps, irons and bolts, filing 
cabinets, Narcoti heaters and pipe fittings. 
All of these items the taxpayer charged to 
the expense account and the Commissioner 
treated as capital acquisitions. The court 
found, except as to the heaters and fittings, 
that the purchases were necessary to main- 
tain production because of lengthening hauls 
due to the recession of working faces. Citing 
the Marsh Fork and Roden Coal Company 
cases, the court sustained the taxpayer’s 
treatment of these items as expenses. 


The court sustained the Commissioner’s 
treatment of the taxpayer’s expenditures for 
the Narcoti heaters and fittings on the 
grounds that the “record does not disclose 
the exact nature of the items... nor the 
purpose of their purchase except for use 
in the [taxpayer’s] store building.” 
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Guanacevi Mining Company 


In Guanacevi Mining Company [CCH Dec. 
11,643], 43 BTA 517 (1941), aff’d [42-1 ustc 
7 9415] 127 F. (2d) 49 (CCA-9, 1942), the 
tax years involved were 1935, 1936 and 1937. 
The taxpayer owned and operated a Mexican 
gold mine. 


In 1905, the taxpayer leased the property 
under a royalty arrangement. By 1929, the 
gold ore extractable by the primitive methods 
which the lessee employed was exhausted. 
The taxpayer made a survey of the prop- 
erty to determine whether the installation 
of a modern plant was worth while, and 
concluded that it was. In 1931, the taxpayer 
took over the operation of the property, 
drove tunnels and started building a mill, 
which was completed in 1934. In 1935, 1936 
and 1937, the taxpayer deducted as deferred 
operating expenses the expenditures for the 
tunnels and the’mill. The Commissioner 
disallowed the deductions, contending that 
the expenditures were chargeable to the 
capital account. During the tax years in 
question there were small discoveries of ore 
at the mine and small production at the 
mill. The Board sustained the Commis- 
sioner’s treatment of the expenditures. 


The taxpayer argued before the Board 
that the expenditures “were facilities acquired 
during normal production and were for the 
purpose of maintaining operations at normal 
production and did not increase the eff- 
ciency of the operation or add to the value 
of the property.” The Board stated that 
upon “that postulate,” the expenditures would 
be deductible as expenses under the Roden 
Coal Company, Marsh Fork and Brier Hill 
cases, but found the postulate “contrary to 
the evidence.” The Board stated: 


“The ore which was available for extrac- 
tion by the primitive method had been prac- 
tically exhausted in 1929 ... The new cost 
was not to maintain production by continu- 
ing existing methods, but to initiate a new 
method and provide for new production. 
In practical effect, it was an investment in 
a new mining venture with a new period of 
development. It was not unlike the open- 
ing of a newly discovered mine.” 


The Board, accordingly, held the expendi- 
tures to be of a capital nature, citing the 
Blockton, Little Cahaba, Enterprise Coal Com- 
pany and William Ritter Lumber Company 
decisions. 


The Circuit Court of Appeals for the 
Ninth Circuit affirmed the Board. That 
court first turned to Article 23(m)-15 of 
Regulations 86, which provided that “all ex- 
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penditures in excess of net receipts for min- 
erals sold shall be charged to the capital 
account while the mine is in the develop- 
ment stage,” and that a mine is “considered 
to have passed from a development to a 
producing status when the major portion of 
the mineral production is obtained from 
workings other than those opened for the 
purpose of development or when the prin- 
cipal activity of the mine becomes the pro- 
duction of developed ore rather than the 
development of additional ores for mining.” 
The court concluded that while the term 
“development” is not “susceptible of precise 
definition,” it is “certain” that the use of 
the term “is not to be restricted to ‘discov- 
ery’ or ‘exploration’.” The teaching of the 
Marsh Fork and Enterprise Coal Company 
opinions “impress upon us that if an ex- 
penditure is made to attain an intended out- 
put, it is properly chargeable to capital as 
a cost of development; if the expenditure 
is made to maintain an output, it is properly 
chargeable to operating expense.” The 
court alluded to the fact that the taxpayer 
relied on G. C, M. 13954 as support for its 
claim that the expenditures be treated as a 
deferred mining expense. As to this, the 
court flatly stated that that “able and ex- 
haustive opinion” supported the Commis- 
sioner rather than the taxpayer. 


John L. McGinn 


On August 5, 1942, the Board of Tax 
Appeals, in a memorandum opinion, decided 
the case of John L. McGinn [CCH Dec. 
12,810-C]. The tax year involved was 1937, 
and the taxpayer operated an Alaska coal 
mine. In a very short opinion, the Board 
of Tax Appeals allowed the taxpayer to ex- 
pense $135 for a fan, citing the Waiiliam 
Ritter Lumber Company and West Virginia- 
Pittsburgh cases. 


Repplier Coal Company 


The next important case to be decided 
was that of Repplier Coal Company [CCH 
Dec. 12,903-J] 1 TCM 141 (1942) ; aff'd as to 
issue in question [44-1 ustc J 9214] 140 F. 
(2d) 554 (CCA-3, 1944); cert. denied 323 
U. S. 736 (1944). The tax year involved 
was 1936; the taxpayer operated an under- 
ground coal mine. 


During the tax year in question, the tax- 
payer constructed a mine tunnel at a cost of 
$86,394, thereby making available for pro- 
duction 394,000 tons of coal. The mine had 
passed its development stage. Of the 
394,000 tons of coal made available by the 
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tunnel, the taxpayer produced and sold 
5,695 tons in 1936. On its tax return, it 
sought to deduct as a deferred operating ex- 
pense a proportionate part of the cost of the 
tunnel (5,695/394,000 of $86,394, or $1,240.19). 
The Commissioner treated the cost as a 
straight capital expenditure recoverable only 
through depletion. 


The taxpayer relied on G. C. M. 13954. 
The Commissioner argued before the Tax 
Court that “percentage depletion based in 
part upon income derived from the 5,695 
tons of coal has been allowed, and that to 
sustain [the taxpayer] in its present claim 
would result in the allowance of a double 
deduction.” The Tax Court sustained the 
Commissioner: 


“In effect, [the taxpayer’s] method is to 
capitalize the expenditure over the period 
of production and sale of the coal made 
available by the tunnel, and to secure the 
return of that investment by annual deduc- 
tions spread over a like period. At the 
same time, however, [the taxpayer], having 
elected percentage depletion, will secure a 
recovery of the same investment by deple- 
tion computed upon the income derived 
from such coal. 


“ . . We have found no provision in the 
Revenue Acts or the Regulations promul- 
gated thereunder .. . that would justify the 
double deduction sought. [The taxpayer] 
relies upon G. C. M. 13954 ...; but if that 
ruling is to be read as sanctioning what 
amounts to deductions for depletion of both 
the percentage and cost basis, we cannot 
agree with it.” 

Before the Third Circuit Court, the tax- 
payer urged that the cost of the tunnel was 
deductible in full for 1936 as an ordinary and 
necessary expense of operation, a position 
apparently not urged before the Tax Court. 
According to the court’s opinion, the tax- 
payer there. relied on Article 23(m)-15 of 
Regulations 94, to the effect that if a mine 
has passed the development stage, expendi- 
tures to maintain the normal output are 
deductible as ordinary and necessary busi- 
ness expenses. The court sustained the 
Commissioner, but it affirmed on narrow 
grounds: 


“ 


: the taxpayers’ argument at this 
stage of the litigation is sapped of whatever 
strength it once might have had, by the 
recent decision of the Supreme Court in 
Dobson v. Commissioner..." The Tax Court 





7Under the rule of the Dobson case [44-1 ustc 
19108], 320 U. S. 489, the Tax Court's findings 
on questions of fact are final for all practical 
purposes. 
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‘charged to the capital account. 


found that the expenditure was of a capital 
nature. The section of the statute provid- 
ing for depletion does not specify what 
expenditures are to be capitalized. The 
Regulations . . . while setting up rules in 
this respect, do not, as the taxpayer urges, 
say that all expenditures after the develop- 
ment stage are to be treated as ordinary 
and necessary expenses. Certain kinds of 
expenditures are to be so treated. On the 
other hand, specified expenditures after the 
development stage are ordinarily to be 
We find 
nothing said in the statute or Regulations 
which conflicts with the Tax Court’s con- 
clusion that the tunnel expenditure was of 
a capital nature.” 


The taxpayer petitioned the Supreme 
Court for a writ of certiorari. It urged ® 
that the decision below was at variance 
with “the long-established rule that an ex- 
penditure to maintain (and not to attain or 
increase) production, and where the mine 
has passed the development stage, is a de- 
ductible expense either in the year incurred 
or ratably over coal or ore made available.” 
The taxpayer cited in support of its position 
the Marsh Fork, Little War Creek, Roden 
Coal Company, Guanacevi and Enterprise 
cases, and placed particular reliance on 
G. C. M. 13954. 


In the Commissioner’s brief in opposi- 
tion in the Supreme Court, he argued that 
the decisions below were not in conflict 
with other decided cases. The Commis- 
sioner agreed that the mine had passed the 
development stage, but stated that “the 
mere fact that the mine has passed the de- 
velopment stage does not entitle the tax- 
payer to deduct as current expense every 
type of expenditure.” He stated that under 
the statute and Regulations (Article 23 
(m)-15 of Regulations 86), “if in fact the 
expenditure was inherently of a capital na- 
ture, as the Tax Court here found, then the 
statute and the Regulations require such 
cost to be capitalized.” The Commissioner 
agreed, citing the Roden Coal and Marsh 
Fork cases: 


“Other cases have properly held that ex- 
penditures for such minor equipment as car 
wheels, switches, trolley wires, and rails 
necessary to maintain normal production 
after the mine has reached the producing 
stage, need not be capitalized but may be 
treated as deductible expenses.” 


These cases, the Commissioner urged, did 
not militate against the Government’s posi- 





8 See the taxpayer’s brief in the Supreme 
Court, October Term, 1944, Nos. 89 and 90. 
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tion but indeed supported it. In the Roden 
Coal case, he pointed out, the trial court spe- 
cifically found that none of the items de- 
creased costs or added to the value of the 
coal mine, but that such expenditures were 
necessary to maintain normal production be- 
cause of the constantly increasing depth of 
workings. Thus, the Commissioner con- 
cluded, the Marsh Fork and Roden Coal Com- 
pany cases describe what properly may be 
deducted as current business expense after 
a mine has passed its development stage. 


The Commissioner’s brief in opposition 
in the Supreme Court did not address itself 
to the taxpayer’s alternative contention that 
the expenditures should be treated as a de- 
ferred operating expense under G. C. M. 13954, 
and made no mention whatever of the tax- 
payer’s reliance on that G. C. M. On Octo- 
ber 9, 1944, the Supreme Court denied 
certiorari in the Repplier Coal Company case. 


Benedict Coal Corporation 


On July 20, 1943, the Tax Court, in a 
memorandum opinion, decided the case of 
Benedict Coal Corporation [CCH Dec. 13,387 
(M)], 2 TCM 484. The tax years involved 
were 1934 through 1937; the taxpayer op- 
erated an underground coal mine. 


The Tax Court found that expenditures 
for mine cars and mine rails had been made 
to “maintain [the taxpayer’s] rate of pro- 
duction of coal from parts of its mines which 
had passed the development stage,” and 
that they “did not reduce the cost of pro- 
ducing coal and did not add to the value of 
the property.” 


Citing the Roden Coal, Marsh Fork and 
Brier Hill cases, the Tax Court stated: 

“The rule has been long settled in three 
Circuits ... that after the period of develop- 
ment and during that of operation of a coal 
mine, expenditures for rails and cars and 
the like used in the maintenance of produc- 
tion are, contrary to the general rule that 
machinery with a life longer than a year 
is to be depreciated as capital, to be allowed 
as expenses in the year of purchase.” 


The Tax Court pointed out that the Regu- 


lations under the 1918 Act (Regulations 45) 
considered in the Roden Coal, Marsh Fork, 
and Brier Hill cases were “in no substantial 
sense” different from the Regulations before 


it (Regulations 86, Article 23(m)-15). 


The Commissioner attempted to discount 
the testimony of the taxpayer’s president to 
the effect that the mine had passed the 
development stage. The court stated that 
after seventeen years of operation “it seems 
wholly unreasonable to assume that a mine 
. .. has not passed its development stage.” 


Rialto Mining Corporation 


On June 25, 1946, the Tax Court decided 
Rialto Mining Corporation [CCH Dec. 15,254 
(M)], 5 TCM 519. The tax years involved 
were 1940 and 1942; the taxpayer operated a 
lead and zinc mine. 


The taxpayer deducted as ordinary and 
necessary expenses during 1940 and 1942 
expenditures for labor, gas, oil, etc.; it as- 
serted that the mine had passed its devel- 
opment stage, and that such expenditures 
were deductible expenses under Section 
19.23(m)-15 of Regulations 103. The Com- 
missioner contended that the mine had not 
yet passed its development stage, and that 
accordingly all expenditures in excess of 
net receipts were to be capitalized. During 
the tax years in question, there was no 
mineral production because of transporta- 
tion difficulties and lack of equipment; hence, 
all expenditures incurred during those years, 
the Commissioner urged, were capitalizable. 


The findings and opinion of the Tax Court 
do not make clear the exact status of the 
mine during 1940 and 1942. The court sus- 
tained the Commissioner on the grounds 
that the taxpayer “made no factual show- 
ing” under Section 19.23(m)-15 of Regula- 
tions 103 that the “major portion of the 
mineral [had been] obtained from workings 
other than those opened for the purpose 
of development,” or that “the principal ac- 
tivity of the mine [was] the production of 
developed ore rather than the development 
of additional ores for mining.” 


[The End] 


SS 
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Salary Compensation 


A SUGGESTION FOR ELIMINATION OF A HARD- 
By VICTOR R. WOLDER 


SHIP TAXWISE. . 


VN iprtetionng APPROACH by every cor- 
‘\ porate taxpayer in the “closely held 
corporation class” can result in substantial 
tax savings and the deduction of possible 
deficiencies. The well-known problem is: 
How much salary can the controlling 
stockholder of a closely held corporation 
make payable to himself, and yet have it 
allowed as a deduction to the corporation? 
During the war period, the Tax Court 
consistently ruled in favor of the taxpayer. 
Thus, in a survey of the twenty-six Tax 
Court decisions for the period ended in 
the fall of 1945, the writer found that 
the taxpayer was entirely upheld in twenty 
cases, the Commissioner of Internal Reve- 
nue was upheld in three cases, and each 
was upheld in part in the remaining three 
cases. Since that time, the trend has 
gradually swung the other way. Now the 
Commissioner of Internal Revenue is the 
favorite. Thus, in a sequence of five recent 
cases, the taxpayer was not sustained in 


any case. The score was as shown in the 
table below. 
The type of companies and _ factual 


matters presented in the recent cases were 
not basically different from those presented 
in the earlier war period, when the Tax 
Court was upholding the taxpayer with 
unusual consistency. A reading of all the 
cases would lead to the conclusion that 
had the recent cases ‘come up for trial 
during the war period, the taxpayers would 
have fared much better. 


What is the proper treatment of the 
amount of compensation in the hands 
of the stockholder-officer-employee which 
has been disallowed as unreasonable and 
excessive, but which the corporation has 
paid? For years the general attitude was 
that this excessive compensation should 
be treated as a dividend in the hands of 
the recipient. While this is still the general 
attitude, it is not correct, never has been 
correct, and has been disaffirmed by the 
courts. The courts have handled this prob- 
lem in several ways, each dependent on 
the particular facts in the case. Some 
of the questions considered in these cases 
were: 


(a) Was the excessive payment a gift 
to the recipient? 

(b) Was the excessive payment a divi- 
dend to the recipient? 

(c) Was the excessive payment made 
under an agreement by the recipient to 
repay? 

(d) Was the excessive payment to be 
treated as compensation by the recipient? 


Treatment as Gift 


The amount of tax to be paid depends 
on how these questions are answered. 
Thus, a taxpayer who receives money as 
a gift does not have to report the amount 
received as income. Monies received as 


(Continued on page 277.) 
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EKXCLUDABILITY 





OF TIPS AS GIFTS 


AGE LENDS NO SANCTITY TO ERROR, FOR MANY REGULATIONS OF 
LONG STANDING HAVE BEEN OVERTURNED BY THE COURTS. SO IT 


MAY BE WITH TIPS... 


. . « GEORGE T. ALTMAN and HARRY GRAHAM BALTER 





O ONE would contend that tips may 
not be included by Congress in taxable 
income. Whether or not Congress has done 
so, however, is quite another question. 
Ever since 1917, the federal income tax 
Regulations have included the word “tips” 
in the sentence detailing the types of re- 
ceipts which are includible in gross income 
as compensation for personal services.’ The 
very next sentence of the Regulations, how- 
ever, states that “so-called pensions awarded 
by one to whom no services have been ren- 
dered are mere gifts or gratuities and are 
not taxable.” The indication is that gratui- 
ties are exempt, and that the word “tips” as 
used in the sentence which precedes bears 
reference only to tips which are not gratuities. 


The Regulations themselves contain no 
comprehensive definition of the word “gratu- 
ity.” Generally, the ordinary meaning of a 
term is to be used.? Obviously there is no 
attempt in the Regulations to deviate from 
the ordinary meaning of the term “gratu- 
ity.” As to the ordinary meaning of that 
term, several dictionary definitions may be 
illuminating, as follows: 


New Century Dictionary: 

“A gift or present, usually of money; a 
bounty, as to soldiers; often, a gift of money, 
over and above payment due for service, to 
a servant, porter, cabman, etc.” 


Oxford English Dictionary: 


“A gift or present (usually of money), 
often in return for favors or services, the 





1See Regulations 111, Section 29.22(a)-2, first 
sentence. 

2 Helvering v. Flaccus Oak Leather Company 
[41-1 ustc § 9427], 313 U. S. 247 (1941): 


amount depending on the inclination of the 
giver; in a bad sense, a bribe. Now, a ‘tip’.” 


Webster’s Unabridged Dictionary: 


“Something given freely or without rec- 
ompense; a_ gift. Something voluntarily 
given in return for a favor or now especially 
a service; hence, a bounty; a tip; a bribe.” 


Funk and Wagnalls Unabridged Dictionary: 


“That which is given without demand or 
claim; a present; a donation.” 


It is clear that the term “gratuity” falls 
fully within the scope of the word “gift.” It 
follows that tips which are gratuities are 
gifts. It follows further that such tips are 
exempt under the regulation cited. 


Certainly the meaning of the regulation 
could not be otherwise and the regulation 
still be valid. While all forms of income are 
brought within the scope of the tax by Sec- 
tion 22(a) of the Internal Revenue Code, 
gifts are made expressly exempt by Section 
22(b)(3).° It is not enough to say that tips 
are income; they must be taxable income, 
and they are not taxable income if they fall 
within the scope of Section 22(b) (3). 


Nor if tips fall within the scope of Sec- 
tion 22(b)(3) can the age of the Regulations 
make them taxable. Age lends no sanctity 
to error. Many regulations of long standing 
have been overturned by the courts. In 1936, 
a rule that had been embedded in the Regu- 
lations for fifteen years was held by the 





3 Bogardus v. Commissioner [37-2 ustc { 9534], 
302 U. S. 34 (1937). 
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Supreme Court to be an enlargement upon 
the statute and therefore invalid.‘ 


Nor would the re-enactment of the defini- 
tion of gross income from time to time with 
inclusion of the words “compensation for 
personal service,” which the regulation re- 
ferred to attempts to interpret, add any 
strength to that regulation as far as tips are 
concerned. There appears to be no evidence 
of any attempt to tax tips until 1943. Per- 
haps the income of recipients of tips was 
not sufficient under the exemptions prior to 
that time. In any case, it is extremely 
doubtful that prior to the Code, which was 
enacted in 1939, the regulation referring to 
tips had ever reached the attention of Con- 
gress; and it is only upon the presumption 
of the familiarity of Congress with a regu- 
lation that re-enactment of the statute has 
been applied to give the regulation the force 
of law.® Of course, since the enactment of 
the Code in 1939 there has been no re- 
enactment. Furthermore, a regulation which 
is merely interpretative has validity only 
if correct.® 


Regulation Invalid 


It is clear, then, that the regulation re- 
ferring to tips is invalid unless the refer- 
ence is only to those tips which are not 
gratuities. What tips, then, are gratuities? 
Here again we may resort to definitions 
showing the ordinary meaning of the term, 
such as: 


New Century Dictionary: 
“A small present of money .. .; a gratuity 


Or teen 


Oxford English Dictionary: 

“A small present of money given to an 
inferior; a gratuity; a douceur.” 
Webster's Unabridged Dictionary: 


“A small gift of money; especially a fee or 
gratuity to a servant, a waiter, a porter, etc., 
for a service rendered or expected.” 


Funk and Wagnalls Unabridged Dictionary: 

[Noun] “A sum of money given, as to a 
servant, usually to secure better or more 
prompt service.” 





* Koshland v, Helvering [36-1 ustc {| 9294], 298 
U. S. 441 (1936). The statute was thereafter 
amended. See also Helvering v. Sabine Trans- 
portation Company, Inc. [43-1 ustc { 9317], 318 
U. S. 306 (1943), and Biddle v. Commissioner 
[38-1 ustc { 9040], 302 U. S. 573 (1938). 

5 Helvering v. Reynolds [41-1 ustc { 9484], 313 
U. S. 428. 

®° Fastman Kodak Company v. U. 8S. [43-1 ustc 
{ 9261], 48 F. Supp. 357 (Ct. Cls., 1943). 


Tips as Gifts 








[Verb] “To bestow a gift or a gratuity of 
money upon, as a waiter or servant.” 

As these definitions show, there are tips 
which are gratuities and there may be tips 
which are not. Restaurants are not uncom- 
mon in which an addition is made to the bill 
for tips, with the notation that the amount 
thereof belongs to the waiter. In such a 
case, clearly the amount of the tips is no 
gratuity. There are cases where the amount 
of the tip is agreed upon in advance. Then 
there are cases where the tip is demanded; 
and there are others where the customer is 
expressly told that a tip is expected although 
the amount is hesitatingly left to the cus- 
tomer’s discretion. In others, payment of a tip 
is enforced by indirect abuse. But in the vast 
majority of cases, tips are wholly voluntary. 


In U. S. v. McCormick; a criminal case, a 
distinction thus based upon the method of 
securing the tips was made important. The 
tips involved there were moneys received 
from bridgegrooms for performing the mar- 
riage ceremony. The defendant had testified 
that he had sought professional advice as to 
the includibility of such tips in gross in- 
come. But the court observed: 

“There was no attempt to show that Mc- 


- Cormick’s method of securing these con- 


tributions was disclosed to the persons he 
consulted as to whether they should be re- 
turned as income.” 

A more recent case involving the subject 
of gifts generally is that of Helvering v. 
American Dental Company, decided in 1943.° 
That case involved a composition of credi- 
tors. The Board of Tax Appeals, following 
the rule which it had established in 1937 in 
Lakeland Grocery Company v. Commissioner, 
held the cancellation of debts taxable to the 
extent of assets freed from the claims of 
creditors. The Circuit Court of Appeals for 
the Seventh Circuit reversed, and the Su- 
preme Court sustained the Circuit Court. 
In its opmion the Supreme Court stated: 

“Gifts, however, is a generic word of 
broad connotation, taking coloration from 
the context of the particular statute in which 
it may appear. Its plain meaning in its 
present setting denotes, it seems to us, the 
receipt of financial advantages gratuitously. 
. .. The fact that the motives leading to 
the cancellations were those of business or 
even selfish, if it be true, is not significant.” 
The Court did observe that exemption pro- 
visions are to be construed strictly—but not 
so strictly as to exclude from gifts receipts 
which are gratuitous. 





7[3 ustc f 1187] 67 F. (2d) 867 (CCA-2, 1933). 
8 [43-1 ustc J 9318] 318 U. S. 322. 
® [CCH Dec. 9707] 36 BTA 289. 
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Business Purpose Not Material 


The American Dental case probably ex- 
panded the scope of the word “gifts” as used 
in Section 22(b)(3) of the Code. In any 
event, it made it clear that the mere fact of 
a business setting and business purpose does 
not take a gratuitous payment out of the 
scope of the word “gifts.” Whether it is 
income, is immaterial. The question is 
whether it is a gift, and on that question 
the American Dental case shows that no 
pinched and stifled definition may be given 
to that term in the Code. 


Just what is the proper test in determin- 
ing whether a tip is a gratuity and therefore 
a gift, is, of course, not clear. Perhaps each 
case must be decided on its own facts. A 
payment in “consideration” of service would 
probably never be a gift;” but there is a 
sharp difference between a payment in “con- 
sideration” of service and a payment in 
“appreciation” of service.” Certainly, on the 
basis of the American Dental case, the mere 
motive of the customer is not important. 
Perhaps the McCormick case points the road 
by its reference to the method of the re- 
cipient in securing the tip. 

There are cases which hold that a tip paid 
a waiter is never anything but a gift. Thus, 
it was stated in Herbert’s etc. Company v. 
Laurel etc. Corporation :” 


“A tip is not intended for the proprietor 
of a restaurant. It is a gratuity, i. e., ‘a free 
gift, a present.’ 28 C. J. 823. It is intended 
by the donor to be in excess of the com- 
pensation paid to the donee by the latter’s 
employer or a gift where there is neither a 
consideration for it nor a legal obligation 
upon the donor to part with it... . In the 
western world diverse motives incite the in- 
stincts of the tipper. With some it is to 
gratify the charitable impulse; with others 
it is the desire for gratitude or esteem or 
arises from a zeal for extending one’s good 
will. Still in others the motive is to abide 
by an iniquitous practice under compulsion 
of popular opinion. But whatever be the 
motive of the giver, his tip remains a gift to 
the donee. It cannot be fairly said that such 
gifts are intended to be additional compen- 
sation for the viands or liquids purchased 
from the restaurateur.” 


To the same effect, see Anders v. State Board 
of Equalization,® decided October 27, 1947, and 





1 See Old Colony Trust Company v. Commis- 
sioner [1 ustc { 408], 279 U. S. 716 (1929). 

11 See Bogardus v. Commissioner, supra, foot- 
note 3. 

12258 Cal. App. (2d) 684, 694; 138 Pac. (2d) 43. 

1382 A. C. A. 92 (Calif. Dist. Ct. of Appeals), 
185 Pac. (2d) 883. 
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California Drive-In Restawrant Association 
v. Clark.™ 


Pressure of Custom 


In any case, if the tip is wholly voluntary, 
it is a gift. Nor does the fact that it is often 
paid under the pressure of custom deprive 
the payment of its voluntary character. 
Many types of payments or transfers which 
are never regarded otherwise than as gifts 
are often made solely because of the pres- 
sure of custom. One does not go to a 
wedding or birthday party without bringing 
a gift. Certainly one does not go to a 
“shower” for a bride-to-be without bringing 
a gift; and often one goes solely to buy one’s 
peace. The compulsion of custom does not 
strip a gift of its character as such. A fatalist 
would hold that every act is enforced by 
circumstances. But we are dealing here with 
a common English term, and not with con- 
flicting philosophies of the freedom of the 
human will. 


The Cesanelli Case 


Against this background, nevertheless, the 
Treasury Department has tried to compel 
all recipients of tips to include their tips in 
full in gross income. In the single case in- 
volving tips so far reported, that of Cesa- 
nelli v. Commissioner,®> the Tax Court 
sustained the fraud penalty asserted by the 
Commissioner against waiters at Solari’s 
Grill in San Francisco. The taxpayers re- 
ported tips in most years, but much less 
than the ten per cent of sales which the Tax 
Court found from testimony given by other 
waiters and reconciliations of net worth, tips 
at that restaurant averaged. The Tax Court 
was satisfied from the fact that the tax- 
payers reported some part of their tips that 
they knew were taxable income. It placed 
no credence on testimony of the taxpayers 
that they had received contrary advice from 
unidentified employees of the collector’s 
office. At no time was the issue raised 
whether indeed the tips were taxable income. 
That was simply assumed. 


The total taxes involved in the Cesanell: 
case indicated a class of taxpayers in the 
bottom rung. It was not for the pittances 
involved there that the Treasury Depart- 
ment issued the deficiency notices and de- 
manded the fraud penalty. Obviously the 
taxpayers in the case were to be whipped in 
the public square as examples to the tens of 
thousands of others in the same situation 
all over the country. The case, moreover, 





4 22 Cal. (2d) 287, 147 ALR 1028. 
16 [CCH Dec. 15,705] 8 TC 776 (April 3, 1947). 
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took for granted that which should most 
have been presented and decided, whether 
or not the tips were in truth taxable income. 


Apparently, however, civil fraud penalties 
have not been effective enough. Since the 
Cesanelli case, the Treasury Department has 
obtained the cooperation of the Department 
of Justice. In a situation identical with that 
in the Cesanelli case, it brought to trial on 
charges of tax evasion one Hugo Rihn, a 
waiter employed by one of Los Angeles’ 
premier hotels. In connection with the com- 
putation of taxes, the evidence brought out 
the state of the law substantially as shown 
above. Despite explicit instructions from the 
able judge that tips are taxable as income, 
the jury, on January 30, 1948, acquitted the 
waiter on all counts.” 


%U. S. v. Rihn, DC Calif., Docket No. 19524. 





The Rihn case being criminal the proof, 
indeed, had to be made beyond a reasonable 
doubt. But where the doubt results from 
the law itself, and from the substantive pro- 
visions of the law, the effect is not one of 
proof but one of law. 

The question, again, is not whether Con- 
gress may include tips in taxable income. 
The question is whether Congress has done 
so. In the present state of the income tax 
law on the subject of gifts, the question is 
rather one for Congress. The taxpayer is 
entitled to have Congress say it, and say it 
in words that are clear. All the more is this 
true of taxpayers in the bottom bracket who 
are not equipped by either training or finan- 
cial ability to make investigation into devious 
labyrinths of the law. 


[The End] 


STATES PERMIT USE OF FORM W-2 


The following states have authorized the use of duplicate copies of 
federal Form W-2 in lieu of their annual information returns: 


Alabama; Arkansas (provided the information required on their regular 
form is given on the adopted form); Colorado (provided the marital status 
of the taxpayer is shown); Delaware; Georgia (only upon written request 
directly from the taxpayer); Idaho; Indiana; Kansas (provided the marital 
status of the wage earner is shown and the carbon copies are sufficiently 
clear to be readily legible); Kentucky (provided the taxpayer has submitted 

| it for approval in advance, and furnishes certain other information); 
| Minnesota (provided the copy is legible and shows whether the individual 





is single or married and also has the words “State of Minnesota” or 
“State Copy” shown thereon); Missouri (provided the marital status of 
the employee is indicated and both a.copy for Director of Revenue and a 
copy for the taxpayer are marked “Missouri Copy”); New Mexico (pro- 
vided the marital status of the employee is shown, and if the employee is a 
married woman, the name of the husband); New York (provided that (a) 
there are printed or stamped the words “New York State Income Tax” at 
the top of the form, (b) the marital status of the taxpayer is shown, (c) 
forms indicating the payment of less than $1000 to a single person and $2,500 
to a married person are not filed, (d) forms printed in continuous strips 
are cut into separate reports before filing, (e) the information on the form 
is clearly legible, and (f) the full name and address of the employee is 
shown); North Dakota (provided the number of dependents is shown, 
as well as the marital status); Oklahoma (provided the form indicates the 


information is for use of the Oklahoma Tax Commission); South Carolina 


1202 and is marked “FOR SOUTH CAROLINA,” to avoid confusion with 
federal forms forwarded to their office in error); and Vermont. 


| (provided that each form contains all the information called for by Form 
| 
| 
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Notes as Securities 


Within Section 112 (b) (3) 


THERE IS A CERTAIN AMBIGUITY IN THE TERM “CONTINUITY 
OF INTEREST” WHEN USED TO IDENTIFY SECURITIES. THE 
AUTHOR, A NEW YORK ATTORNEY, ANALYZES THE MANY CASES 
CONSTRUING THE PERTINENT TERMS... BY TOBIAS WEISS 


N EXCHANGE “of stock or securities” 

for “stock or securities” (and such a 
transaction includes an exchange of stock 
and securities) may be nontaxable (i. e., tax 
deferred) if the conditions of Section 112 
(b) (3) of the Internal Revenue Code are 
satisfied. Although the nature of particu- 
lar instruments as “stock” in other con- 
texts has been in dispute, controversy over 
the phrase “stock or securities” within 
Section 112 (b) (3) has centered chiefly 
about the meaning of “securities.” This 
term is not defined either in the provisions 
of the Code concerned with nontaxable 
exchanges and reorganizations or in the 
Treasury Regulations pertaining to these 
provisions, and definitions found elsewhere 
in the Code (e. g., Sections 23 (k) (3) and 
23 (g) (3)) may be of limited application 
in respect to Section 112 (b) (3). In con- 
trast to stock, which evidences a _pro- 
prietary interest in a corporation, are those 
instruments which evidence a creditor inter- 
est against the corporation. The most 
common of such creditor instruments have 
been bonds and debentures, which are 
readily acknowledged by tax experts to 
constitute “securities.’* There has _ been, 
however, some hesitation upon the part 
of these authorities to include notes within 
“securities.” Is a distinction in this respect 
between bonds, debentures and notes war- 
ranted? Is such a distinction justified 
under the. decisions? 


Bonds and Debentures 


‘ 


The inclusion of bonds within “securities” 
under Section 112 (b) (3) is now well es- 





1 See, e. g., Montgomery, Federal Taxes—Cor- 
porations (1943), Vol. 1, p. 196 (‘‘The term 
‘security’ embraces bonds and debentures in 
certificate form as usually purchased by in- 
vestors. As to ordinary promissory notes, the 
situation is not so clear.’’): Mertens, Law of 
Federal Income Taxation (1942), Vol. 3, pp. 229- 
230 (‘‘The term [securities] includes debentures. 
Ordinary commercial promissory notes are not 
included’’). 


tablished. See Helvering v. Watts [36-1 
ustc $9016], 296 U. S. 387 (1935); Com- 
missioner v. Freund [38-2 ustc { 9387], 
98 F. (2d) 201 (CCA-3, 1938). Deben- 
tures likewise have been held to be 
“securities.” See Commissioner v. Neustadt 
Trust [42-2 ustc $9751] 131 F. (2d) 528 
(CCA-2, 1942). This position of bonds 
and debentures is usually unequivo- 
cally asserted in texts on the _ subject, 
creating the illusion, perhaps, that bonds 
and debentures as such are “securities.” 
The contrary, however, is more accurate; 
bonds and debentures are not invariably 
“securities.” This is indicated by L. & E. 
Stirn, Inc. v. Commissioner [39-2  ustc 
7 9741], 107 F. (2d) 390 (CCA-2, 1939), 
in which a recapitalization involved a re- 
duction of authorized preferred stock, the 
surrender of which to the corporation was 
accomplished by an exchange of the pre- 
ferred for debentures. One fifth of these 
debentures was payable one year after the 
date of issuance, with another one fifth 
maturing successively each year thereafter; 
in fact, the debentures were all retired at 
the end of ten months. The Commissioner, 
in determining the basis of the debentures 
upon such retirement, held the exchange to 
be nontaxable; the Board of Tax Appeals 
sustained the Commissioner. But _ the 
Circuit Court reversed, holding that the 
debentures were not “securities” within 
Section 112 (b) (3) because of their short 
term, which failed to provide a “continuity 
of interest.” 


Notes 


The doubt as to the status of notes as 
‘securities’ may have been engendered in 
part by the fact that notes were dis- 
qualified as “securities” in two of the lead- 
ing cases on the meaning of this term: 
Pinellas Ice Company v. Commissioner [3 
ustc 1023], 287 U. S. 462, aff’g [1932 
CCH § 9202] 57 F. (2d) 188 (CCA-5, 1932); 


‘ 
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Cortland Specialty Company v. Commissioner 








[3 ustc J 980], 60 F. (2d) 937 (CCA-2, 
1932), cert. denied 288 U. S. 599 (1932). 
In the Pinellas case, there was a “sale” of 
corporate assets for $1,400,000; $100,000 was 
payable in cash and the balance was assured 
by three promissory notes executed by the 
transferee of the assets. The notes were 
secured by a deposit of mortgage bonds, 
and were payable respectively within forty- 
five, seventy-five and one hundred and five 
days. The transaction was held taxable 
as a sale, and the notes were considered 
as the equivalent of cash, giving the trans- 
feror of the assets an insufficient interest 
in the transferee. The Cortland case in- 
volved a transfer of assets for cash and 
promissory notes, which were all serially 
payable within fourteen months of the date 
of transfer. The Circuit Court affirmed a 
determination of taxable gain realized by 
the transferor. Besides finding that there 
was not a nontaxable reorganization (mer- 
ger or consolidation) because of the absence 
of a “continuity of interest” in the trans- 
feror of the assets, the court held that the 
promissory notes were not “securities”: 


“Inasmuch as a transfer made entirely 
for cash would not be enough, it cannot 
be supposed that anything so near to cash 
as these notes payable in so short a time 
and doubtless readily marketable would 
meet the legislative requirements. The situ- 
ation might be different had the ‘securities’, 
though not in stock, created such obliga- 
tions as to give creditors or others some 
assured participation in the properties of 
the transferee corporation. The word 
‘securities’ was used so as not to defeat 
the exemption in cases where the interest 
of the transferor was carried over to the 
new corporation in some form.” 


The Pinellas and Cortland cases were 
applied in subsequent litigations with the 
same effect of excluding notes from 
“securities.” In Lloyd-Smith v. Commis- 
sioner, [41-1 ustc § 9167], 116 F. (2d) 
642 (CCA-2, 1941), cert. denied 313 U. S. 
588 (1941), the taxpayer transferred assets 
to a closely held corporation in exchange 
for stock ($15,000 par) and a two-year 
unsecured note ($303,000), later split into 
two notes ($233,000 and $70,000). The 
Commissioner was sustained in his deter- 
mination that the exchange was taxable; 
and the notes were not considered “se- 
curities” “since they [did] not furnish any 
such continuity of interest as is required 
to satisfy that term.” In Sisto Financial 
Corporation v. Commissioner [44-1 ustTc 
79101], 139 F. (2d) 253 (CCA-2, 1943), the 


Notes as Securities 





taxpayer transferred notes to a corporation 
and received stock in exchange; the tax- 
payer, prior to the exchange, had been both 
a stockholder and creditor of the transferee 
corporation. Part of the notes were se- 
cured, and were payable within six months 
or less, the remainder being payable on 
demand. The Commissioner was sustained 
in determining the exchange to be taxable, 
and the court held that the notes were not 
“securites.”. In Pacific Public Service Com- 
pany v. Commissioner [46-1 ustc { 9223], 
154 F. (2d) 713 (CCA-9, 1946), the tax- 
payer surrendered an unsecured demand 
note of a debtor corporation reorganized 
under Section 77B of the Bankruptcy Act, 
and received stock in exchange. The Com- 
missioner again was sustained in holding 
that the exchange was taxable and that 
the note was not within “securities.” 

But the Pinellas and Cortland cases were 
also followed by decisions which, after con- 
sidering these cases, held certain notes to 
be “securities.” Thus, in Burnham v. Com- 
missioner [36-2 ustc 99544], 86 F. (2d) 
776 (CCA-7, 1936), cert. denied 300 U. S. 
683 (1936), the taxpayer exchanged ten- 


_ year notes of a corporation for Class B 


common stock; the taxpayer and his 
brother owned all but two shares in the 
corporation. The Circuit Court affirmed 
the Commissioner’s ruling that the ex- 
change was nontaxable and that alleged 
loss thereon was therefore not deductible, 
stating that “long-term, promissory notes 
are not of sufficient dignity and formality 
to be called securities.” In Mary N. Crofoot 
[CCH Dec. 14,364(M)], 4 TCM 97 (1945), 
stockholders exchanged preferred stock for 
small amounts of cash and twenty-year, 
registered promissory notes, callable by the 
obligor corporation after two years from 
the date of issuance. The contention of 
the Commissioner that the transaction was 
a taxable partial liquidation was rejected, 
and the notes were held “securities,” their 
status not being affected by the fact that 
they were callable. See also Estelle P. 
Erdman [CCH Dec. 14,984(M)], 5 TCM 63. 
In Pan American Trust Company v. Com- 
missioner [CCH Dec. 14,587(M)], 4 TCM 
555 (1945), the Baltimore & Ohio Railroad 
Company had issued notes for a term of 
five years, secured and issued under an 
indenture, some being coupon notes and 
some registered notes. These notes were 
surrendered pursuant to a plan for the 
modification of the interest thereon and 
the extension of their maturity date. The 
transaction was held a nontaxable recapital- 
ization, and the notes were held “securities.” 
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The court stressed the importance of the 
term of the notes in determining whether 
they represent an investment or constitute 
part of a purchase price. To be compared 
with notes are the “securities” involved in 
Globe-News Publishing Company [CCH Dec. 
14,065}, 3 TC 1199 (1944), in which the 
taxpayer corporation had preferred stock 
outstanding on which there were accumu- 
lated arrearages of dividends. A plan of 
recapitalization was adopted pursuant to 
which this preferred, together with the 
rights to dividend arrears thereon, was 
exchanged for new preferred and new com- 
mon, plus scrip which covered the balance 
of unpaid accumulated dividends. This 
scrip was payable, at the option of the 
corporation, twenty-five years or before 
from the date of issuance; it provided for 
cumulative annual interest; it was trans- 
ferable only on the books of the corpora- 
tion; it was subordinate to the requirements 
of outstanding bonds. The court, sustain- 
ing the Commissioner’s contention, held 
that the taxpayer was not entitled to a 
dividend-paid credit on account of the 
issuance of the scrip because the scrip was 
not a taxable dividend, but constituted 
“securities” issued as an integral part of 
a nontaxable recapitalization. 


Neville Coke Case 


The element which persists through the 
foregoing cases sustaining notes as “se- 
curities” is the “long-term” character of 
these notes, in distinction to the “short- 
term” notes which were rejected as 
“securities” in others of the cases discussed. 
The importance of the term of notes in 
determining their status as “securities” was 
minimized, however, in Neville Coke & 
Chemical Company v. Commissioner [45-1 
ustc §9233], 148 F. (2d) 599 (CCA-3, 
1945), cert. denied 326 U. S. 726 (1945). 
The taxpayer owned more than a million 
dollars in face amount of corporate notes, 
about half of which had a term of three 
years, and the remainder of which were 
for four and five-year terms. As a result 
of a Section 77B re-organization, these notes 
were exchanged for debentures in the same 
face amount. The Commissioner was sus- 
tained in treating this transaction as a 
taxable exchange. The Court held (1) that 
the notes were not “securities” within Sec- 
tion 112 (b) (3), and (2) that the notes 
were not “property” within Section 112 (b) 
(4), so that the consequences of failing to 
come within 112 (b) (3) could not be avoided 
by coming within 112 (b) (4). Relying upon 


a Supreme Court pronouncement in LeTulle 
v. Scofield [40-1 ustc § 9150], 308 U. S. 
415 (1940), the opinion of the court seemed 
to assert that inclusion within “securities” 
depended not upon the term of the obliga- 
tion but upon the note-holder’s retention 
of a “proprietary interest in the enterprise.” 
The court declared that “the time element 
is not the determining factor.” 


Segall Case 


The Neville Coke case indicated that 
notes might not be “securities” even though 
they might not be “short-term” notes. 
That notes might be “securities” even 
though they were “short-term,” seems to 
have been suggested by the Board of Tax 
Appeals in Karl B. Segall [CCH Dec. 
10,086], 38 BTA 43 (1938), rev'd [40-2 
ustc § 9676] 114 F. (2d) 706 (CCA-6 
1940), cert. denied 313 U. S. 562 (1941). 
One corporation (S) transferred all its 
assets to another corporation (T) in return 
for cash ($760,000), a promissory note 
($100,000) and debenture notes (face of 
$1,021,700). These debenture notes ma- 
tured serially over a period of five years 
from the date of issuance, and were secured 
by an elaborate indenture. Under this in- 
denture the transferee of the assets (T) 
guaranteed these notes; (T) undertook to 
keep the transferred assets in good repair, 
to make renewals, to maintain insurance, 
to pay all taxes and charges; in the event 
of default in any of these obligations, the 
trustee was authorized to perform them 
at (T’s) expense. The Board of Tax 
Appeals concluded that these indenture 
provisions preserved in the transferor a 
continuity of interest in the assets trans- 
ferred, and that therefore the notes were 
“securities.” See also Commissioner v. 
Freund, supra. The Circuit Court re- 
versed, without discussion of the definition 
of “securities,” on the ground that there 
was a lack of “continuity of interest”; 
the Circuit Court concluded that the trans- 
action was a “sale”. A “proprietary interest 
in the enterprise” in the form of common 
or preferred stock was not retained, the 
consideration received for the assets being 
cash and notes. 


Unjustified Division 


A dichotomy between bonds and notes, 
in respect to their status as “securities” 
within Section 112 (b) (3) appears to be 
unjustified, and such a distinction does 
not appear to be rooted in the decisions. 
Just as bonds are not categorically in- 
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cluded within “securities,” notes are not 
categorically excluded from “securities.” 
Whether either species of instrument falls 
within this category, seems dependent upon 
the nature of the particular instrument. 
The term “securities” not only has included 
notes, but has been held to include scrip 
as well as rights to accumulations of un- 
paid dividends on preferred stock. See 
Skenandoa Rayon Corporation v. Commis- 
sioner [41-2 ustc 99631], 122 F. (2d) 
268 (CCA-2, 1941), cert. denied 314 U. S. 
696 (1941); Globe-News Publishing Com- 
pany, supra. Cf. Bedford v. Commissioner 
[45-2 ustc [9371], 150 F. (2d) 341 
(CCA-2, 1945). A right to guarantee of 
dividends, the guarantee being by a cor- 
poration other than the one against which 
the dividend rights ran, was held not 
to be within “securities.” Bedford v. 
Commisstoner. 

In determining whether the particular 
instrument qualifies as securities, three 
criteria have been important: 


First, in regard to the characteristics of 
the instrument, its term has been the most 
significant element. It seems to be relatively 
unimportant whether or not the instrument 
is issued under an indenture, whether or 
not it is secured, whether or not it is 
registered, and whether or not it is negoti- 
able. It is important whether the instru- 
ment is “long term” or “short term.’”? 
Twenty-year bonds or notes have an excel- 
lent chance of being considered “securities,” 
while the probability is slight that bonds 
or notes payable on demand or with a six- 
month term will so qualify; as the term 
of the instrument becomes reduced below 
five years, its probability of coming within 
“securities” is progressively seriously dimin- 
ished. The fact that the instrument is 
callable sooner, at the option of the obligor 
corporation, has not affected its eligibility 
as “securities,” provided that the obligee 
instrument-holder does. not have the power 
to accelerate payments. 


“Continuity of Interest” 


Second, the cases delineating the content 
of “securities” have given a great deal of 
attention to the concept of “continuity 


*See, e. g., Burnham v. Commissioner, supra; 
Regulations 111, Section 29.112 (g)-1: 


“Accordingly, under the Code, a short-term 
Purchase money note is not a security of a 
party to a reorganization, an ordinary dividend 
is to be treated as an ordinary dividend, and a 
sale is nevertheless to be treated as a sale, 
even though the mechanics of a reorganization 
have been set up.”’ 
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of interest.” This has been a rather 
amorphous concept, the specific require- 
ments of which are not clear; its function 
seems to be that of a tool for separating 
a “sale,” which it is not the Congressional 
intent to treat as a nontaxable transaction, 
from those transactions which involve re- 
alignment of interests or a change, within 
a permissible degree, in the nature of the 
relation between a property owner and 
his property. This concept was applied 
by the Supreme Court in LeTulle vw. 
Schofield, supra, in which there was a 
transfer of assets for cash ($50,000) and 
bonds ($750,000) payable over a period from 
one to eleven years after the date of receipt; 
this was held to be a sale of assets because 
the transferor of the assets did not retain 
“any proprietary interest in the enterprise.” 
The requirement of “continuity of interest” 
has been applied to recapitalization trans- 
actions as well as to transfers of assets,* 
although it has been suggested that “con- 
tinuity” is more easily satisfied in a re- 
capitalization transaction than in a transfer 
of assets." The LeTulle case required 
retention of a “proprietary interest.” In 
an earlier Supreme Court case, the emphasis 


“was only on retention of an interest which 


represents “a substantial part of the value 
of the thing transferred”; and the Court 
stated that it was permissible for the 
relationship of the taxpayer to the trans- 
ferred assets be “substantially changed.” * 
“Continuity” also has been held to be 
present where creditors of a_ bankrupt 
corporation succeed to the stockholders’ 
equity.® 

Besides the ambiguity of “continuity of 
interest,” to identify “securities” with 





3 See, e. g.. Commissioner v. Tyng [40-1 ustc 
7 9152], 308 U. S. 527 (1940), rev’g [39-2 ustc 
§ 9651] 106 F. (2d) 55 (CCA-2, 1939); L. & E. 
Stirn, Inc. v. Commissioner, supra; Lloyd-Smith 
v. Commissioner, supra: 

‘In reorganizations which are dealt with in 
Section 112(b)(3) and (4) it has been held that 
there must be a continuity of interest, re- 
sembling that found in consolidations or 
mergers, in order that gain or loss shall not be 
recognized.”’ 

*Cf. Clarence J. Schoo [CCH Dec. 12,802]. 47 
BTA 459, 461-462 (1942): 

‘“‘As a contemplated result of the ‘merger or 
consolidation’ of two corporations [in the Le- 
Tulle case], the individual taxpayer, for his 
shares in one of the corporations and other 
properties, received cash and bonds of the other 
corporation. This was something substantially 
different from what he gave up. It was not a 
mere reshaping of his interest in the same cor- 
poration through a recapitalization.’’ 

5See Helvering v. Minnesota Tea Company 
[36-1 ustc J 9015], 296 U. S. 378, 389 (1935). 

®See Estelle P. Erdman, supra; Burnham v. 
Commissioner, supra. 
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“continuity of interest” would seem to be 
a confusion of two separate (although 
perhaps related) elements required in a non- 
taxable exchange under Section 112(b) (3): 
(a) that the exchange be an exchange of 
“securities,” a specific statutory prerequi- 
site; (b) that the exchange occur under 
circumstances reserving a “continuity of 
interest,” a constructive prerequisite judi- 
cially adjoined. Thus, the LeTulle case 
itself indicated that if “continuity of 
interest” is present, there still remains to 
be decided whether the instruments ex- 
changed are “securities” or “other prop- 
erty.” The Supreme Court stated that 
“continuity” may be present where assets 
are exchanged for stock and bonds, so 
that there may be no recognition of gain 
in connection with the bonds, whereas 
“continuity” is absent where assets are 
exchanged for bonds and cash, the total 
consideration here being taxable regardless 
of whether the bonds are “securities.” * 





™See 308 U. S. 415, 420, 421 (1940); Burnham 
v. Commissioner, supra, at TTT: 

“The Court in both [Pinellas and Cortland] 
cases held that the transactions there involved 
were sales rather than reorganizations, hence 
the taxpayers were not entitled to the exemp- 
tions claimed. It is obvious that both Courts 
based their decisions not so much on the ground 
that the short-term purchase money notes were 
not securities as that the transactions involved 
were not reorganizations.”’ 

8 Cf., e. g., Commissioner v. Neustadt’s Trust 
[42-2 ustc { 9751], 131 F. (2d) 528, 529 (CCA-2, 
1942): 

“Conceivably the word [securities] might be 
construed to include mortgage bonds, but to 
exclude debentures. But it is usual financial 
practice to speak of debentures as ‘securities’ 
and the term should be given its ordinary mean- 
ing.”’ 

See also Mertens loc. cit.: 

“Generally speaking, the term [securities] 
probably includes any obligation of a corpora- 
tion which is bought, sold, exchanged and other- 
wise traded in as such by ‘investors’.’’ 


Third, it has been suggested that the 
definition of “securities” depends upon the 
customary meaning of this term in cor- 
porate or financial circles® From this 
standpoint, “securities” would seem _ to 
include notes.’ 

Although the characteristics of the in- 
strument, other than its term, have been 
relatively unimportant in its inclusion 
within “securities,” if such inclusion is de- 
sired in the drafting of an instrument, 
it may be advisable to clothe the instru- 
ment with such of these characteristics 
as commonly accompany “securities.” 
Thus, if it does not interfere with the 
type of transaction desired, it has been 
suggested that to fortify the position of 
the instrument, the instrument be shaped 
in a form which resembles a corporate 
bond: * notes might be styled “gold notes” 
or “serial notes’; they might be numbered 
serially; they might be issued in even de- 
nominations; they might be registered, or 
provided with interest coupons; they might 
be issued under an indenture; and they 
might be secured. Even without such 
embellishment, however, notes, particularly 
“long-term” notes, would appear to be 
“securities” within Section 112(b) (3) 
whether or not they are part of a corporate 
issue. [The End] 





9 Cf. Cook, Corporations (8th ed., 1923), Vol. 
1, p. 92: 


“The word ‘securities’ means bonds, certifi- 
cates of stock and other evidences of debt or 
property.”’ 

10 See McLaren, ‘‘Do ‘Securities’ Include Notes 
Under Section 203,’’ The National Income Tax 
Magazine (now TAXES—The Tax Magazine), 
April, 1928, pp. 135, 155. Cf. General Motors 
Acceptance Corporation v. Higgins [47-1 vustc 
9252], 161 F. (2d) 593 (CCA-2, 1947). 
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mean that tax returns will be eliminated. 


In 1946 there were 52.8 million federal income tax 
returns filed; 14.1 million were nontaxable. When new tax 


bills say they will drop taxpayers, they do not necessarily 


Knutson’s bill, 


which claims to relieve six million small taxpayers from 
the tax, may not eliminate three million returns. The 
Treasury believes that more returns will be filed in 1948 


than in any year. 
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THE LEHMAN DOCTRINE 





Its Significance and Application 


By H. WILLIAM CALLMANN . . . NEW YORK CITY ATTORNEY... 
LAW DEVELOPS BY A GRADUAL PRICKING OUT POINT BY POINT 
OF A PRINCIPLE ASSUMING DEFINITE SHAPE BY SLOW DEGREES 





C TRICT PROPERTY CONCEPTS a0 
\J longer hold sway in our tax law. They 
have been abandoned in favor of a different 
interpretation said to be peculiarly indigenous 
to “tax purposes.” The ingenuity of the 
American taxpayer and his attorney’s (and, 
of course, accountant’s) resourcefulness, as 


well as the complex economy of our age, -° 


may have been contributing factors to this 
development. 


In the field of cross-trusts, for example, 
the so-called Lehman doctrine (Lehman vw. 
Commissioner)* announces that the grantor 
of trust no. 1 is actually, “for estate tax 
purposes,” the grantor of trust no. 2, though 
the latter was technically created by an- 
other, and vice versa, even though the re- 
spective beneficiaries of both trusts remain 
as such in both trust indentures. The legal 
basis of this doctrine is distilled out of a 
so-called “liberal” interpretation of the ac- 
cepted principle of trust law that one who 
furnishes the consideration for the creation 
of a trust is, on legal analysis, its settlor, 
even though, in form, the trust is created 
by another. (Scott, Trusts, Section 156.3; 
Bogert, Trusts and Trustees, paragraph 41.) 
The intended result of the doctrine, taxwise, 
furnishes one of the indicia of estate tax 
liability, namely, that the decedent himself 
made the transfer which otherwise satisfies 
the applicable estate tax provisions of the 
Code, be it Section 302 of the Revenue Act 
of 1926, that section as amended by Joint 
Resolution of March 3, 1931, or the 1932 
and 1934 Acts, or Section 811 of the present 
Code, as amended. 


—_ 


1140-1 ustc § 9198] 109 F. (2d) 99 (CCA-2, 
1940) ; cert. denied 310 U. S. 637. 


Lehman Doctrine ‘ 





The facts of the Lehman case, it should 
be noted, reveal that the cross-trusts were 
characterized by identical trust terms, trust 
property and date of creation. The exist- 
ence of these identities highlights the fact 
that the Lehman case presented somewhat 
extreme factual circumstances, which may 
explain the bluntness of the following lan- 
guage in the opinion of the Circuit Court of 
Appeals: “The fact that the trusts were 
reciprocated or ‘crossed’ is a trifle, quite 
lacking in practical or legal significance.” 

I submit, however, that any blind or un- 
critical application of the Lehman doctrine— 
or any doctrine that ignores proper legal 
form for the purpose of limiting or oblit- 
erating operative economic facts—is likely 
to result in unfairness and injustice. 

The rationale of the Lehman decision un- 
questionably turns on the issue of consid- 
eration. The grantor of trust no. 1 must 
have furnished the consideration for the crea- 
tion of trust no. 2 if he is to be treated, 
taxwise, as the grantor of the latter. 

If this essential of the Lehman doctrine 
is carefully explored, the application of a 
rule which disregards the cross features of 


reciprocal trusts, for tax purposes, will stay 
within reason. 


Cautious Application 


Although the Board of Tax Appeals in 
Estate of Frederick S. Fish” followed Lehman 
v. Commissioner without too much inquiry, 
subsequent cases have examined the prob- 
lem more carefully. 





? [CCH Dec. 12,072] 45 BTA 120 (1941); acq. 
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The language of the McLean case * is most 
encouraging, although it might have been 
influenced by the fact that non-application 
of the Lehman doctrine in this gift tax case 
worked against the taxpayer: “The fact 
that the trusts were created at the same 
time and contained reciprocal provisions 
does not prove that one was created in con- 
sideration of the other, and the fact that 
the transfers were in equal amounts and 
made at the same time does not show that 
one was made in consideration of the other.” 


In Estate of Lindsay,* the Tax Court, in 
finding for the taxpayer, was patently im- 
pressed by the fact that there was neither 
agreement nor tacit understanding between 
the two grantors (husband and wife) that 
the trusts should be created. It made the 
following crystal-clear statement: 


“But the facts that the trusts were executed 
about the same time, were in subtantially 
equal amounts, and had similar provisions 
are not conclusive that the trusts were 
interdependent and were executed in con- 
sideration of each other.” 


The opinion of the United States Circuit 
Court of Appeals for the Second Circuit in 
Estate of Hanauer® introduces some note- 
worthy elements into the discussion: 


(1) The fact that the decedent’s wife, 
when she created her trust, did not know 
the value of the corpus included in the dece- 
dent’s trust, does not necessarily preclude 
a finding that each created the respective 
trust in consideration of the other. 

(2) The fact that the decedent, a few 
years later, made a substantial addition to 
the corpus of his trust without any corre- 
sponding action by the wife, is irrelevant. 

(3) Distinguishing the Lindsay decision, 
the court points out that in that case the 
wife executed her trust two weeks before 
her husband created his trust. Even more 
significant is the fact that it was not shown 
that the wife customarily followed her hus- 
band’s lead in capital decisions. 

(4) If the value of the trust property 
transferred from the decedent’s estate is 
less than that of the reciprocal trust, only 
so much of the reciprocal corpus as equals 
the lesser value of the decedent’s trust may 
be included in the decedent’s estate. 


In Estate of Eckhardt; the subject matter 
of each trust and the beneficial interests 





3 Commissioner v. McLean [CCH Dec. 11,120], 
41 BTA 1266 (1940); [42-1 ustc { 10,170] 127 F. 
(2d) 942 (CCA-5, 1942). 

*[CCH Dec. 13,286] 2 TC 174 (1943); appeal 
dismissed (CCA-3, 1944); nonacq. 

5 [45-2 ustc { 10,215] 149 F. (2d) 857 (CCA-2, 
1945) ; cert. denied 326 U. S. 770. 
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were identical, the trusts were executed 
within six days of each other, and both 
grantors were deceased at the time of trial. 
The court found the Commissioner’s con- 
clusion that there was a concert of action, 
or at least a tacit agreement between hus- 
band and wife, presumptively correct, and 
thus imposed upon the petitioner a burden 
of proof she was unable to sustain. 


Estate of C. K. Lueders 


On October 16, 1947, the United States 
Circuit Court of Appeals for the Third Cir- 
cuit announced its opinion in Estate of C. K. 
Lueders v. Commissioner,’ reversing the Tax 
Court, and in no uncertain terms empha- 
sized the primary importance of the ques- 
tion of consideration. 

-Briefly, the case involved two trusts of 
husband and wife, executed within fifteen 
months of each other; the value of the re- 
spective trust properties was almost equal, 
and the terms of the two trusts were almost 
identical. The husband terminated the 
wife’s trust shortly after its creation be- 
cause he needed funds for. credit purposes 
and had dissipated all his assets when he 
established his own trust. Husband and 
wife were both deceased at the time of trial 


The Tax Court concluded that the de- 
ceased’s wife furnished consideration for 
her husband’s trust, which was in existence 
at the date of her death. 


The Dobson rule, which so frequently pre- 
vents clarification of principles because of 
extensive factual assumptions, here proved 
beneficial to creative analysis. Over and 
above the caveat that “speculation cannot 
be substituted for proof,” the Circuit Court 
emphasized that the Tax Court erred as a 
matter of law in its interpretation of the 
legal import of “consideration.” None of 
the elements that constitute legal consid- 
eration were present in the creation of the 
two trusts. And, gratifyingly, the Circuit 
Court stressed the fact that consideration 
requires that an act or promise to do the 
act must be simultaneous with the execution 
of the contract; that it is legal consideration 
that makes a transfer of property a sale 
and the absence of consideration that makes 
a transfer a gift; and, last but not least, 
that gifts remain such even though there 
may have been concerted action with respect 
thereto by the parties interchanging them. 





® [CCH Dec. 14,727] 5 TC 673 (1945); acq. 
7 [47-2 ustc J 10,576] CCA-3. 
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Cross-Insurance 


This judicial development of the Lehman 
doctrine may likewise prove significant in 
the insurance field. In a letter dated June 
18, 1947, the Deputy Commissioner ruled 
in a partnership insurance case that “the 
payment of the premiums by one partner 
was in consideration of the payment of 
premiums by the other partner, a reciprocal 
transaction, under which it would be held 
that each partner paid the premiums indi- 
rectly on the insurance policy covering his 
life. See Lehman v. Commissioner, 109 F. 
(2d) 99. Accordingly, the proceeds of the 
insurance on the life of each partner upon 
death would be subject to inclusion in his 
gross estate for federal estate tax purposes.” 
This ruling provoked considerable discus- 
sion, and rightly so. Does the Commis- 
sioner suggest that the Lehman decision is 
generally applicable to partnership purchase 
and sale agreements normally associated 
with cross-insurance? A _ direct inquiry 
yielded a response from the Commissioner 
(letter dated September 22, 1947) to the ef- 
fect that “no recent rulings of the Bureau 
in connection with requests for information 


as to partnership insurance were intended - 


to change in any manner whatsoever the 
Estate Tax Regulations, published rulings, 
and decisions relative thereto.” The writer 
believes that here again there must be a 
precision of concepts, that a proper inter- 
pretation of what is meant by legal con- 
sideration is crucial, and that the underlying 
principle of the Lehman decision appears 
inapplicable to partnership insurance where 


each partner seeks to assure the availability 
of a cash fund to purchase a deceased part- 
ner’s interest in the partnership!’ 


Conclusion 


“Our system of law has been described 
as developed by a gradual pricking out point 
by point by one decision after another of a 
rule or principle, indistinct at first, but as- 
suming definite shape by slow degrees.” ” 


This general observation seems applicable 
to the development of the rule first enun- 
ciated in Lehman v. Commissioner. The 
1939 opinion of the dissenting judge on the 
Board of Tax Appeals” mirrors the novel 
character of the majority’s argument. Al- 
though the rule undoubtedly has been ac- 
cepted, and has become a familiar theory in 
the law of trust taxation, its practical appli- 
cation now poses deeper problems than its 
progenitors might have anticipated. 


Estate of C. K. Lueders v. Commissioner, 
properly warns against the blind application 
of an unfairly broad interpretation, for tax 
purposes, of a general principle of trust law. 


{The End] 


8 This position is recognized in a third pro- 
nouncement of the Treasury Department, pub- 
lished after the completion of this article, in 
the event that the insurance is purchased to 
support a buy-and-sell agreement and the pro- 
ceeds of the policy are to be applied in carrying 
out said agreement. [CCH FEDERAL ESTATE 
AND GIFT TAX REPORTS f 6012.) 

® Williston, Some Modern Tendencies in the 
Law (1929), p. 5. 


10 [CCH Dec. 10,547] 39 BTA 17. 





ce eee 


IN CALIFORNIA, IT’S THE PRACTICE OF ACCOUNTANCY 


State of California 


bes he — 
Accountancy 
Carb Seed by the Shake Mime Manns 
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Lehman Doctrine 


In California, the preparation of income tax returns for 
compensation by persons other than attorneys, certified 
public accountants, 
the State Attorney General ruled on August 6. California 
provides by statute for the licensing of persons qualified 
to practice accountancy; unlicensed persons are barred from 
engaging in the practice. The Attorney General ruled that 
determination of taxable net income and the interpretation 
ofstax statutes, administrative rulings, and decisions involves 
the practice of accountancy, within the meaning of the 
statute, and, therefore, unlicensed persons are forbidden 
from preparing income tax returns for compensation. 


and public accountants is unlawful, 
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FEDERAL CORRECTIVE 
For Community Property Inequity 


By PAUL J. FOLEY 


OUSE APPROVAL of the Knutson- 
sponsored “Revenue Act of 1948”? 
places for immediate consideration and dis- 
position the much-discussed federal tax 
discrimination in favor of residents of com- 
munity property states. Through the device 
of dividing most of a married couple’s income 
into two equal parts and thereby escaping 
the higher surtax brackets, such residents 
have avoided paying in excess of an esti- 
mated one billion dollars in taxes in years 
through 1946. For 1946 alone, it is esti- 
mated, some $344,291,000 was thus avoided, 
and the 1947 figure will be higher. Chart 
A depicts the percentage by which the 
husband’s federal tax bill for each bracket 
in a common-law state exceeds that of his 
equal in a community property state. Chart 
B portrays the quantitative “savings” con- 
trasted with the total tax for each bracket. 
Chart C shows the percentage of a couple’s 
income after tax in each type of jurisdiction. 
Envious of this favored status, which orig- 
inally applied in some Western and South- 
western states, residents of other states took 
action. Four additional states passed valid 
laws which resulted in a similar favored 
status for some of their residents, and the 
trend continues. Originally eight states? 
enjoyed community property status. In 
1945, Oklahoma and Hawaii adopted this 
system; and in 1937, Oregon, Nebraska and 
Michigan joined the ranks through their 
own legislation. In 1947, the Pennsylvania 
act attempting to introduce the community 
property system was declared unconstitu- 
tional for all purposes by the Supreme Court 
of the state. Thus, the original eight have 
been joined by four new states and Hawaii. 
The eight states contain about fifteen per 
cent of our total population, while the entire 
group of twelve represents about twenty- 
three per cent. 


1 Footnote 1 and succeeding footnotes start on 
p. 242. 


Objectively viewed, this pressure and ac- 
tion has been for expanding this favored 
group rather than eliminating it. This is of 
paramount importance in the light of the 
present bill since the discrimination is four- 
fold and the bill is completely oblivious to 
three of these discriminations. —~ 

The Knutson Bill* provides for permis- 
sive joint returns of married couples, and 
provides further that the tax thereon shall 
be calculated as twice the tax on half the 
indicated net income after credits. The four 
discriminations of the present status are 
against: 

(1) Comparable married couples in non- 
community property states. 
(2) Heads of families in all states. 


(3) Low surtax bracket taxpayers in all 
states, whether or not married. 


(4) Other single people. 


Shockingly enough, the Knutson Bill at 
best merely expands the favored group to 
eliminate in most respects the discrimina- 
tion as to group (1). The Treasury esti- 
mates that the old and new favored groups 
will “save” a billion dollars a year. Thus, 
it compounds the injustice of the other dis- 
criminations. 

Census* figures reveal, on the basis of 
data as of April 1947, a representative period, 
that there are about 30,545,000 married 
couples living together, but that there are 
8,593,000 heads of households who do not 
have spouses present. This legion of eight 
and one-half million heads of households is 
comprised of widowers (1,116,000), widows 
(3,645,000), divorcees (767,000), separatees 
(1,129,000) and unmarried heads of house- 
holds (1,936,000). It is against this legion 
that discrimination (2) above exists. It does 
not include group (4) composed of almost 
25,000,000 single persons over fourteen years 
of age who are not heads of households, al- 
though millions of these are taxpayers. 
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MR. FOLEY, ATTORNEY, GRADUATE 
ECONOMIST AND CERTIFIED PUBLIC AC- 


COUNTANT, HEADS PAUL J. FOLEY & COM- 
PANY, CERTIFIED PUBLIC ACCOUNTANTS, 
WASHINGTON, CHICAGO AND NEW YORK 


Of greatest significance also is the fact 
that about forty-six per cent of the married 
couples have no children under eighteen 
years of age. Specifically, in April, 1947, of 
the 30,545,000 married couples above, 
13,961,000, or 45.7 per cent, had no children 
under eighteen years of age.® Less than 
thirty per cent had two or more.* Obvi- 


ously, therefore, the contention that the pro- - 


posal will principally benefit parents is 
inaccurate since it is common knowledge’ 
that the reproduction rates are considerably 
lower than average in the very brackets 
which are most benefited by the Knutson 
proposals. On the other hand, 1,315,000 
heads of families with children under 
eighteen would be deprived’ of any benefit 
or consideration under the Knutson splitting 
proposal since both parents are not present. 
It is generally conceded that parents rearing 
minor children should be given consideration 
in tax programs because from this group 
will come the future America, whose health, 
spirit and education may be adversely in- 
fluenced by a tax structure which fails to give 
due regard.to the parents’ burden. However, 
it is intolerably slovenly to provide relief 
in the amount of a billion dollars annually 
when more than half will completely miss 
this mark and the distribution among those 
who ultimately benefit will be made by 
chance rather than on the basis of any ra- 
tional determination. Moreover, the bill 
fails to provide for over one and one-third 
million individuals who are perhaps most 
deserving of consideration because they are 
caring for minor children without spouses 
to help them. Most typically, the heads of 
such family groups are carrying the com- 
plete burden of the very old or the very 
young. As just one example, in many 
thousands of cases the father of minor chil- 
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dren would, after his wife’s death, be de- 
prived of her aid and companionship at the 
very time that his federal taxes were in- 
creased up to forty per cent because he was 
no longer in the favored group. Under the 
definition in the bill, those living under 
decree of divorce or separate maintenance 
would also be denied favored tax status. 
Into the head-of-the-family class fall not 
only hundreds of thousands of grass and real 
widows and widowers who are caring for 
the children, but also the innumerable cases 
of broken family groups which are usually 
maintained out of consideration for the very 
old or very young dependents. In all strata 
of our society, such a family head deserves 
consideration and aid, and frequently sym- 
pathy, rather than the discrimination and 
abuse which this bill heaps upon him. 

The second group against which the dis- 
crimination is sought to be perpetuated in- 
cludes the lower-bracket taxpayers in general. 
Chart D shows that the married couples 
who would actually benefit are a small minor- 
ity. In fact, the actual amount of benefit, if 
any, results from sheer chance and the irra- 
tionality of taxing a couple’s entire income at 
more than double the tax on half of it. This 
formula is illogical and inequitable in effect, 
and certainly is not predicated on ability to 
pay. Chart A shows the amount of savings 
in percentage plots as a wide curve with 
marked narrowing at the extremes, thus 
emphasizing the total absence of equal treat- 
ment for the various bracket groups. Ul- 
timately, the bulk of the billion-dollar 
benefit goes to an amazingly small group, 
with the lower-bracket taxpayer represent- 
ing the vast majority of all taxpayers who 
receive no benefit at all. 

The fourth group, comprised of other 
single people, is discriminated against be- 
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CHART A 


Amount of saving in percentage 
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CHART B 


Quantitative Savings and Total Tax 


Amount and per cent 
greater tax in non- 
community property 





Tax payable state 
Combined net income before Community Non-community 
personal exemption property state’ property state? Amount Per cent 

ES, See eee al. 
5 eres $38.00 $38.00 
2 ee ee eer ae 95.00 95.00 

reo Ried rset eel eg 190.00 190.00 
cE ia Suse ak scan 285.00 285.00 
A SERGE Oe SNe 380.00 380.00 ve = 
65 et a ey Eo 570.00 589.00 $19.00 BS 5 
aS Cera: 760.00 798.00 38.00 5.00 
A a ae oe eae 969.00 1,045.00 76.00 7.84 
See a eee eee eee 1,179.00 1,292.00 114.00 9.68 
eee 1,387.00 1,577.00 190.00 13.70 
$9,000. . 1,596.00 1,862.00 266.00 16.67 
er 1,843.00 2,185.00 342.00 18.56 
eee 3,154.00 4,047.00 893.00 28.31 
A 6,460.00 9,082.00 2,622.00 40.59 
ol 18,724.50 24,795.00 6,070.50 32.42 
SiGe 0u0........... 50,274.00 63,127.50 12,853.50 25.57 
Sisuee. ...... 2.6... 86,953.50 105,383.50 18,430.00 21.20 
2 127,081.50 148,124.00 21,042.50 16.56 
0) ee 169,337.50 191,339.50 22,002.00 12.99 
ee 383,543.50 407,464.50 23,921.00 6.24 
| ere 599 668.50 623,589.50 23,921.00 3.99 
Ee 815,793.50 839,714.50 23,921.00 2.93 

2,000,000 ....... 1,680,293.50 1,704,214.50 23,921.00 1.42 
$5,000,000 4,273,793.50 4,275,000.00 


1 Income divided evenly between husband and wife. 


1,206.50 03 





* Entire income reported by husband on joint return. 








cause in all future legislation rates will have 
to be high enough to get a reasonable yield 
from the favored group, with the result that 
tax rates on the single person will be pro- 
hibitive. 

The first question which comes to my 
mind is: Why hasn’t something been done 
about this on a federal level before now? 
The history of legislative attempts to 
eliminate the discrimination resulting from 
community property treatment of a couple’s 
income extends over a period of twenty- 
five years. Not only has neither Congress 
nor the executive branch been consistent in 
its recommendations, but no recent con- 
certed and sincere effort has been made to 
eliminate the basic discrimination. The 
corrective has become commingled with 
proposals aimed at tax treatment of family 
income, generally through mandatory joint 
returns. 

In 1921, the House passed a bill *® requir- 
ing that community income be included in 
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the gross income of the spouse who had 
management and control over such income. 
This provision was eliminated by the Senate. 
In 1924, the Secretary of the Treasury’s 
recommendation of a similar provision’® 
was not acted upon by the House. In 1933, 
the Acting Secretary of the Treasury’s 
recommendation of mandatory joint returns 
was included in the well-known statement 
on prevention of avoidance and evasion of 
tax laws, but this recommendation was not 
acted upon by the House committee. Also 
in 1933, the General Counsel of the Bureau 
reverted to a proposal favoring the taxation 
of unearned community property income to 
the spouse managing such income.” In the 
advent of the Revenue Bill of 1934, the House 
committee tentatively approved mandatory 
joint returns, but dropped the proposal 
because of drafting difficulties." In May of 
1934, Representative Treadway sponsored 
a bill to tax community property income to 
the spouse exercising management and con- 
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trol. At the hearings on this bill, a Treasury 
representative appeared in favor of it, but no 
action was taken. Mandatory joint returns 
were again advocated in 1937 by the Under 
Secretary of the Treasury before a joint com- 
mittee on tax exasion and avoidance, but 
no action was taken on this recommendation. 
Again in 1941, the Treasury approved man- 
datory joint returns provided that this pro- 
cedure would not increase the taxes of 
spouses with separate earned incomes. The 
Revenue Bill of 1941 as reported by the 
Ways and Means Committee included a pro- 
vision for mandatory joint returns * without 
this special stipulation. Mandatory joint 
returns were rejected by the House, but the 
Senate Finance Committee inserted in the 
bill a provision to tax community income to 
the spouse exercising management and con- 
trol thereof. Later the committee withdrew 
this amendment on the Senate floor at a time 
when the Treasury took no public position 
on the issue. In 1942, the Treasury again 
recommended mandatory joint returns with 
the special provision previously indicated, 
but the proposal was rejected by both Con- 
gressional committees. 


It is against this muddled background that 
the present legislation is proposed. This 
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indicates the many obvious reasons why all 
attempts to enact a corrective have failed. 
It can be categorically charged, however, that 
in the last twenty years no House committee- 
or Treasury-sponsored bill has been directed 
against the definite and obvious objective 
which justice demands, namely, elimination 
of the discrimination in the particular com- 
munity property situation as to dividing a 
couple’s income. For purposes of political 
strategy and academic theory, and for 
similar reasons, the issue recently has been 
muddled with all of the problems incident 
to taxation of family income and mandatory 
joint return consideration. To eliminate 
the discrimination between community prop- 
erty states and non-community property 
states, it is not necessary to demand manda- 
tory joint returns, as this raises a host of 
issues not at all involved in elimination of 
the present discrimination of the law as be- 
tween residents of various states. Every- 
time the issue of mandatory joint returns 
has been raised, a host of gold-plated suf- 
fragettes has descended upon Congress to 
re-enact the epic drama of married women’s 
rights, and to claim that all will be lost if 
ever a wife must file a joint return with her 
husband and thereby again be “relegated to 
economic slavery.” The real issues being 
thereby muddled, various moralists and mis- 
led church groups join the battle, and 
deafening cries about marriage, morals, 
economic serfdom and the like, kill any 
further relevant determinations or action. 
Action is tabled. 


Permanent Source of Trouble 


The adoption of the Knutson splitting pol- 
icy will inject into the tax structure a factor 
difficult, if not impossible, to remove because 
of political consideration, yet confusing in 
all future determinations of rates for vari- 
ous brackets since an alternative is available 
to some taxpayers, but not all, in some, but 
not all, brackets. It seems inevitable that 
the future rate for each of the brackets af- 
fected must be a compromise which will 
thrust too much on those who cannot avail 
themselves of the alternative calculation and 
too little on those who can. 

During the recent hearings on the present 
bill, the advocates of community property fa- 
voritism further beclouded the issue by empha- 
sizing alleged discrimination against community 
property states in the Revenue Act of 1942” 
as to transfers of community property in 
contemplation of death, and in many cases 
the inclusion of the entire community in- 
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CHART D 
Estimated Effective Federal Income Tax Rates for 1947? 


Size of individual’s income 
(thousands) 


$10 to $25 
$25 to $50 
$50 to $250 
$250 and over 





Total net 
income 
(millions) 


$121,545? 
21,806 ? 
7,628? 
6,920? 
3,426? 
3,578? 
1,097 


166,000 


Thousands of 
individuals 





* Estimates presented by U. S. Treasury Department before House Ways and Means 


Committee hearing on H. R. 1. 
? Obtained by subtraction. 


terest in the estate of the decedent. The 
present bill, in Sections 351 through 354, 
repeals “ the 1942 enactments. The provi- 
sions of the Revenue Act of 1942 were in- 
tended to put residents of all states on an 
equal footing as to federal and state estate tax- 
ation. 
point out that now, where the community 
property of the couple was received orig- 
inally “as compensation for personal services 
actually rendered ... or derived originally 
from such compensation or from separate 
property” of the spouse who dies first, all 
such community property will be included 
in his estate, and further that the surviving 
spouse’s estate may have to pay tax again 
on the surviving spouse’s interest, which 
was taxed originally in the estate of the 
spouse who was first to die. It was not 
stressed that in practice this never happens un- 
less the surviving spouse dies more than five 
years after the other. Copious tears were 
shed by those who lamented that they could 
not avail themselves of the common-law 
technique of reserving only a life interest 
in the surviving spouse and thus preventing 
estate taxability of that interest in the estate 
of the surviving spouse. The present bill 
would repeal the 1942 enactment. Again 
this is done without even an attempt to re- 
tain that which would provide most equality 
for all states. Indeed, the repeal will give a 
favored status on estate taxation far more 
significant than the slight imperfections of 
the present law. 


The foregoing is mentioned because it 
was stressed at the hearings and greatly 
confused the issues on income tax. Actually, 
of course, it is irrelevant to the income tax 
issue; the only sound basis can be that which 
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The community property advocates . 


March 13-14, 1947. 


provides, as well as possible, for federal 
tax laws of both types which are identical 
in dollar impact for residents of all states. 


Constitutional Issue 


Many misleading, unfounded and rash 
statements have been made to the effect that 
it would be unconstitutional to amend the 
Code to tax income to the earner. Unin- 
hibited imagination and fanciful theory were 
displayed at the House hearings. One wit- 
ness even contended that it would be uncon- 
stitutional to tax a husband residing in 
community property state on his wife’s 
share of his earnings, although it would be 
constitutional to determine his tax rate on 
the basis of adding the wife’s share. Most 
of these claimants of constitutional limita- 
tions can be dismissed as being so blinded 
by fragmentary technicalities that all per- 
spective of the real issues is lost. 


A very sound and able analysis of this 
issue was recently voiced by George T. Alt- 
man: * 

“It is impossible any longer to contend 
that it [division of community income on 
separate returns] has a constitutional basis 

. it is clear that Congress could treat 
community income as the income of the 
earner, or, in case such income is derived 
from community or separate property, as 
the income of the earner or owner of the 
property, respectively. As already observed 
above, the community property income tax 
cases decided in 1930, which sustained the 
income tax treatment now in effect in com- 
munity property states, resulted from judi- 
cial sleight-of-hand and from statutory 
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rather than constitutional interpretation. 
Such constitutional references as they con- 
tained were indirect and at best only dicta; 
the constitutional problem was not in issue. 
Be that as it may, in the community prop- 
erty estate tax cases decided in 1945,” the 
Supreme Court made it clear that Congress 
was not bound by any ancestral notions of 
ownership in determining whose is what for 
the purpose of taxation. In the face of those 
cases it would be absurd to say that Con- 
gress could not use the ‘managerial’ powers 
of the husband as a basis for taxing to him 
the entire income earned by him though 
half of it under local law is tagged—in a 
suspended sort of way—as the ‘vested’ in- 
terest of the wife, or that Congress could 
not use the receipt and actual control by 
the earner, be it husband or wife, as a basis 
for taxing to the earner the income earned 
by him.” 

In the light of the present trend in Su- 
preme Court decisions (e. g., Tower and 
Lusthaus cases), the assertion that there is an 
unavoidable constitutional issue in putting 
community property state residents’ earned 
income and income from community prop- 
erty controlled by one spouse on the same 
basis as that of residents of other states is 
at best merely a smoke screen. The inescap- 
able truth is that Congress has merely to 
act to eliminate the discrimination. It is 
the well-defined duty of congressmen from 
common-law jurisdictions to eliminate the 
injustice to all of their constituents. It is 
inaccurate to state that permitting this 
malignant growth on our tax structure to 
spread through all states is a solution. Such 
action merely extends the injustice to mil- 
lions of heads of families, to families with 
incomes of less than $5,000, which would 


‘'H. R. 4790, 80th Congress, 1st Session. 


* Arizona, California, Idaho, Louisiana, Ne- 
vada, New Mexico, Texas and Washington. 

3 Title II1I—Husband and Wife 

Part I—Income Tax 

Section 301. Splitting of Income 

Section 12 of the Internal Revenue Code (re- 
lating to surtax of individuals) is hereby 
amended by adding after subsection (c) of such 
section the following new subsection: 

““(d) Tax in Case of Joint Return.—In the 
case of a joint return of husband and wife under 
section 51 (b), the combined normal tax and 
surtax under section 11 and subsection (b) of 
this section shall be twice the combined normal 
tax and surtax that would be determined if 
the new income and the applicable credits 
against net income provided by section 25 were 
reduced by one-half.”’ 


———$ $$ 
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have little or no benefit, and to single per- 
sons generally. Moreover, such action 
would have the effect of distributing one bil- 
lion dollars in potential revenue on a com- 
pletely unsound basis. It would not be 
distributed on the basis of need, sociological 
considerations or ability to pay. Instead, 
the distribution would depend on such a 
fortuitous circumstance as the income 
bracket, and would be measured by the ex- 
tent to which the regular tax of a married 
couple exceeded twice the tax on half of it. 
Viewed against the high ideals, constitu- 
tional bases and precepts of income tax 
justification, this is mockery! 


Conclusion 


It is apparent, therefore, that rather than 
aiming specifically to eliminate this one dis- 
crimination, i. e., any effective differences 
in tax rates between residents of various 
states, all recent attempts have dealt gen- 
erally with family income. Since taxes 
have attained such great importance, it 
appears that a provision designed solely 
to eliminate this untenable discrimination 
would have an excellent chance of enact- 
ment. The vast majority would certainly 
support a measure which is entirely equita- 
ble and now of such significance because 
of the amount of revenue involved. It is 
the duty of Congress to terminate the dis- 
crimination immediately by abrogating divi- 
sion of community income for tax purposes. 
Having removed this outrage, it can then 
logically proceed to redetermine rates and 
exemptions for all without multiplying 
the present injustices. 


[The End] 





Section 302. Standard Deduction 
(a) Increase of Standard Deduction in Case 
of Joint Return or Return by Unmarried Per- 
son.—Section 23 (aa) (1) (A) of the Internal 
Revenue Code (relating to the standard deduc- 
tion) is hereby amended to read as follows: 

**(A) Adjusted Gross Income $5,000 or More. 
—If his adjusted gross income is $5,000 or 
more, the standard deduction shall be $1,000 or 
an amount equal to 10 per centum of the ad- 
justed gross income, whichever is the lesser, 
except that in the case of a separate return by 
a married individual, the standard deduction 
shall be $500.’’ 

(b) Election by Husband and Wife.—Section 
23 (aa) (4) of such Code is hereby amended 
to read as follows: 

‘*(4) Husband and Wife.—In the case of hus- 
band and wife, the standard deduction shall not 
be allowed to either if the net income of one 
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of the spouses is determined without regard to 
the standard deduction.”’ 

(c) Determination of Status.—Section 23 (aa) 
of such Code is hereby amended by adding at 
the end thereof the following new paragraph: 


‘*(6) Determination of Status.—For the pur- 
poses of this subsection— 

“(A) the determination of whether an in- 
dividual is married shall be made as of the 
close of his taxable year, unless his spouse dies 
during his taxable year, in which case such 
determination shall be made as of the time of 
such death; and 

“(B) an individual legally separated from his 
spouse under a decree of divorce or of separate 
maintenance shall not be considered as mar- 
ried.”’ 

Section 303. 
Wife 

Section 51 (b) of the Internal Revenue Code 
(relating to joint returns) is hereby amended 
to read as follows: 

“‘(b) Husband and Wife.— 


‘“(1) In General.—A husband and wife may 
make a single return jointly. Such a return 
may be made even though one of the spouses 
has neither gross income nor deductions. If a 
joint return is made the tax shall be computed 
on the aggregate income and the liability with 
respect to the tax shall be joint and several. 

‘“(2) Nonresident Alien.—No joint return may 
be made if either the husband or wife at any 
time during the taxable year is a nonresident 
alien. 

(3) Different Taxable Years.—No joint re- 
turn shall be made if the husband and wife 
have different taxable years; except that if 
such taxable years begin on the same day and 
end on different days because of the death of 
either or of} both, then the joint return may be 
made with respect to the taxable year of each. 
The above exception shall not apply if the sur- 
viving spouse remarries before the close of his 
taxable year, nor if the taxable year of either 
spouse is a fractional part of a year under 
section 47 (a). 

(4) Joint Return After Death.—In the case 
of the death of one spouse or both spouses the 
join return with respect to the decedent may 
be made only by his executor or administrator; 
except that in the case of the death of one 
spouse the joint return may be made by the 
surviving spouse with respect to both himself 
and the decedent if (A) no return for the tax- 
able year has been made by the decedent, 
(B) no executor or administrator has been ap- 
pointed, and (C) no executor or administrator 
is appointed before the last day prescribed by 
law for filing the return of the surviving spouse. 
If an executor or administrator of the decedent 
is appointed after the making of the joint re- 
turn by the surviving spouse, the executor or 
administrator may disaffirm such joint return 
by making, within one year after the last day 
prescribed by law for filing the return of the 
surviving spouse, a separate return for the 
taxable year of the decedent with respect to 
which the joint return was made, in which case 
the return made by the survivor shall consti- 
tute his separate return. 

(5) Determination of Status.—For the pur- 
poses of this section— 

“(A) the status as husband and wife of two 
individuals having taxable years beginning on 
the same day shall be determined— 

“(i) if both have the same taxable year—as 
of the close of such year; and 


Joint Returns of Husband and 


Community Property Inequity 


““(ii) if one dies before the close of the tax- 
able year of the other—as of the time of such 
death; and 

“(B) an individual who is legally separated 
from his spouse under a decree of divorce or of 
separate maintenance shall not be considered 
as married. 

““(6) Tax in Case of Joint Return.—For de- 
termination of combined normal tax and sur- 
tax under section 11 and section 12 (b) in case 
of joint return under this subsection, see sec- 
tion 12 (d). For tax in case of joint return 
of husband and wife electing to pay the tax 
under Supplement T, see section 400.’’ 

Section 304. Deduction for Medical Expenses 

Section 23 (x) of the Internal Revenue Code 
(relating to deduction of medical, etc., ex- 
penses) is hereby amended by striking out the 
second and third sentence thereof and inserting 
in lieu thereof the following: ‘‘The deduction 
shall not be in excess of $1,250 multiplied by 
the number of exemptions allowed under sec- 
tion 25 (b) for the taxable year (exclusive of 
exemptions allowed under section 25 (b) (1) 
(B) or (C)), with a maximum deduction of 
$2,500, except that the maximum deduction 
shall be $5,000 in the case of a joint return of 
husband and wife under section 51 (b).’’ 

Section 305. Taxable Years to Which Amend- 
ments Applicable 

The amendments made by sections 301, 302, 
303, and 304 shall be applicable with respect to 
taxable years beginning after December 31, 
1947. The amendment made by section 303 shall 
also be applicable to taxable years of both 
husband and wife beginning on the same day in 


* 1947 if at least one of such taxable years ends 


in 1948. For treatment of taxable years be- 
ginning in 1947 and ending in 1948, see sec- 
tion 601. 

*Census Bureau report as of April, 
Series P-20, No. 3 (September 16, 1947). 

5 Census Report Series P-20, No. 11, Febru- 
ary 11, 1948. 

6 Ibid. 

™See Census Bureau Report Series P-60, No. 1, 
and related studies. 


8H. R. 8245, Section 208, 67th Congress. 


® Annual report of the Secretary of the Treas- 
ury (1923), p. 9. 


2°©Community property hearings on H. R. 
8396, 73rd Congress, pp. 22-25. 


1 Tbid., p. 6. 
2H. R. 5417, Section 111, 77th Congress. 


13 Affecting Sections 811D, 811E and 811G of 
the Code. 

44H. R. 4792, pp. 17-18. 

Part II—Estate Tax and Gift Tax 

Section 351. Estate Tax—Transfers of Com- 
munity Property in Contemplation of Death, 
Etc. 

Effective with respect to estates of decedents 
dying after the date of the enactment of this 
Act, section 811 (d) (5) of the Internal Revenue 
Code (relating to transfers of community prop- 
erty in contemplation of death, etc.) is hereby 
repealed. 

Section 352. 
nity Interests 

(a) Effective with respect to estates of de- 
cedents dying after the date of the enactment 
of this Act, section 811 (e) (2) of the Internal 
Revenue Code (relating to inclusion of commu- 


nity property in gross estate of decedent) is 
hereby repealed. 


1947, 


Estate Tax—Joint and Commu- 
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(b) Such section 811 (e) is further amended— 


(1) by striking out the heading of such sub- 
section the words ‘‘and Community’’; and 

(2) by striking out of paragraph (1) the fol- 
lowing: ‘‘(1) Joint Interests.—’’ 

Section 353. Estate Tax—Proceeds of Life 
Insurance 

Effective with respect to estates of decedents 
dying after the date of the enactment of this 
Act, section 811 (g) (4) (relating to life in- 
surance in the case of decedents in community 
property States) is hereby repealed. 

Section 354. Gift Tax—Gifts of Community 
Property 


Section 1000 (d) of the Internal Revenue Code 
(relating to gifts of property held as commu- 
nity property) is amended by adding at the 
end thereof a new sentence to read as follows: 
‘“‘This subsection shall be applicable only to 
gifts made after the calendar year 1942 and on 
or before the date of the enactment of the 
Revenue Act of 1948.’’ 


6 ‘The Tax Nationalization of Community 
Property,’’ TAXES—The Tax Magazine, Janu- 
ary, 1948, p. 16. 

16 Poe v. Seaborn [2 ustc {| 611], 282 U. S. 101. 


11 Fernandez v. Wiener [45-2 ustc { 10,239], 
66 S. Ct. 178. 


_————— a 


CITY OF SCRANTON INCOME TAX 


The City of Scranton has enacted a one per cent income or wage tax 
ordinance, effective February 20, 1948. The tax is imposed on salaries, 
wages, commissions and other compensation earned by residents of Scran- 
ton or by nonresidents for work or service performed in Scranton and on 
the net profits from businesses, professions or other activities conducted by 
residents or by nonresidents in Scranton. The tax is not imposed on 
corporations or such classes of taxpayers as are subject to the state corpo- 


rate net income tax. 


The Scranton ordinance follows closely the Philadelphia Income Tax 
Ordinance, and employers are required to withhold the tax from the 
salaries or wages earned by their employees after February 20, 1948. 


PHILADELPHIA TAX EXECUTIVES INSTITUTE 


At the Annual 
Philadelphia Chapter, 
Philadelphia, 
elected: 


held 


Pennsylvania, 


President—Robert S. 
Company. 


Meeting of the 
January 
the following officers and directors were 


Tax Executive Institute, 
28, 1948, at the Drake 


Inc., 
Hotel, 


Williams of the United Gas Improvement 


Vice-President—Edward H. Frink of Sharp & Dohme, Inc. 
Vice-President—R. Gilbert Heebner of Scott Paper Company. 
Recording Secretary—William A. Hornung, Jr., of Abbotts Dairies. 
Treasurer—W. R. Parshall of Baldwin Locomotive Works. 
Corresponding Secretary—Howard E. Morgan of Smith, Kline & French. 
Director—Lec A. Diehl of General Refractories. 

Director—Alois B. Heiling of Campbell Soup. 
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Pennsylvania's Net 


Income Tax 


New Decisions—Unsettled Questions 


THIS ARTICLE WAS DELIVERED AS A LECTURE BEFORE THE 
FIRST ANNUAL PENNSYLVANIA TAX INSTITUTE. MR. KREK- 


STEIN 


IS CO-AUTHOR WITH LEIGHTON P. STRADLEY 


OF 


“CORPORATE TAXATION AND PROCEDURE IN PENNSYLVANIA” 


HE PENNSYLVANIA corporate tax 
system has undergone no basic changes 
' during recent years, and fundamentally the 
program adopted in 1935 is reflected in the 
present structure. The constitutionality of the 
new levies have been tested in the courts and 
the most controversial issues settled. There 
have been but few court decisions and legis- 
lative changes within the past several years, 
and those few have principally concerned 
corporate net income tax. However, there 
has been a noticeable trend in administrative 
procedure which also affects corporate net 
income tax. These developments furnish an 
abundance of material worthy of discussion. 


Net Operating Losses 


The most serious change in the 1947 Cor- 
porate Net Income Tax Act (May 14, 1947, 
Act No. 99) is the following provision con- 
cerning net operating loss carry-backs and 
carry-forwards: 


“|. . on reports filed for the calendar 
year one thousand nine hundred forty-siz::, 
or for any fiscal year beginning in such cal- 
endar year, or any calendar or fiscal year 
thereafter, no deduction shall be allowed for 
net operating losses sustained by the cor- 
poration during any other fiscal or calendar 
year, nor shall any net operating loss sus- 
tained by the corporation during the calen- 
dar year one thousand nine hundred forty-six, 
or during any fiscal year beginning in such 
calendar year, or in any calendar or fiscal 
year thereafter be allowed as a deduction for 
any prior calendar or fiscal year.” 


Under this provision the carry-forward of 
net operating losses from the years begin- 
ning prior to January 1, 1946, and the carry- 
back of net operating losses sustained in 


Pennsylvania’s Net Income Tax 


By |. H. KREKSTEIN 


years beginning after December 31, 1945, 
are barred. The language of the act is clear 
and unambiguous. 


The validity of the provision has been 
questioned in a petition for review now pend- 
ing before the Board of Finance and Rev- 
enue. This case has the appearance of a 
test case, and probably is on its way to 


- appeal in the Dauphin County Court. 


A prevalent reaction to the change in the 
law is that the Commonwealth seeks more 
revenue from the tax than would be avail- 
able by confining the basis to “the income 
returned to and ascertained by the federal 
government.” 


Prior to the passage of the act, with but 
one exception, Henry K. Wampole & Com- 
pany, Inc., 56 Dauphin 156 (1944), the courts 
have held that regardless of the effect, the 
tax is in the nature of an excise or privilege 
tax; it is not a tax on income, but a tax 
measured by the income returned to the 
federal government. 


Turco Paint and Varnish Company v. Ka- 
lodner, 320 Pa. 421 (1936), was the case test- 
ing the constitutionality of the act. In 
sustaining its constitutionality, the court 
discussed the nature of the tax and pointed 
out that it is not a direct tax upon income, 
but only a tax imposed for the privilege of 
doing business in Pennsylvania as measured 
by the net income. A number of court cases 
later reflected the effects of this conclusion. 

In Commissioner v. Frank G. Shattuck 
Company, 52 Dauphin 190 (1941), the tax- 
payer was denied the right to measure its 
tax by the net income realized in Pennsyl- 
vania. On the contrary, it was held that the 
tax must be computed by applying the statu- 
tory formula to the income returned to and 
ascertained by the federal government even 
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Mr. Krekstein is a partner in the firm of Laventhol, 
Krekstein & Company, Certified Public Accountants, 


though the taxpayer’s operations in Penn- 
sylvania resulted in a loss. 


In Commissioner v. Warner Brothers, 345 
Pa. 270 (1942), the taxpayer’s loss on the 
disposition of tangible property in Pennsyl- 
vania was confined to the $2,000 loss limita- 
tion in the federal act. In Commissioner v. 
Central Tube Company, 53 Dauphin 67 (1942), 
profits earned prior to January 1, 1935, the 
effective date of the Pennsylvania act, but 
realized subsequent to that date, were held 
taxable. In Commissioner v. Electric Storage 
Battery Company, 51 Dauphin 90 (1941), now 
pending on exceptions in the Dauphin County 
Court, the court held that excise taxes for 
the years 1922 to 1926 refunded by the fed- 
eral government in 1935 were subject to the 
Pennsylvania tax in the year of receipt. 


In reaching their conclusions, the courts 
have taken the position that the income of 
the taxpayer is not the incidence of the tax; 
the tax is an excise or privilege tax meas- 
ured by “the income returned to and ascer- 
tained by the federal government.” 


The Commonwealth apparently has ac- 
cepted these gains, but has tried by legisla- 
tion to embrace in the measure of the tax 
income that is not subject to federal tax. 
Under the act, if the federal government 
should recognize a net operating loss carry- 
back for the year 1946 and grant the tax- 
payer a refund for 1945 by giving effect 
thereto, the Commonwealth, nevertheless, 
would not make a resettlement in accord- 
ance with a Report of Change reflecting the 
net income finally ascertained by the fed- 
eral government. 


On the other hand, should the United 
States Treasury Department make a final 
change in the net income of a taxpayer for 
a year prior to January 1, 1946, on some 
basis other than net loss carry-back, the 
Commonwealth without question will make 
a resettlement giving effect thereto. Should 


Philadelphia 


the Report of Change reflect two changes, 
one resulting from the net loss carry-back 
and the other from some other adjustment, 
the resettlement will be on the basis of only 
the latter. 


To illustrate another peculiar effect of the 
act, take as an example a corporation re- 
porting net income of $100,000 to the fed- 
eral government for the year 1945 after 
charitable contributions in the sum of $5,000 
as a deduction from income. Further: as- 
sume that during the year 1946 the taxpayer 
sustained a net operating loss of $50,000, 
this being the only change made by the 
Treasury Department for the year 1945 
other than the reduction to $2,500 for char- 
itable contributions. In due course the tax- 
payer would file a Report of Change in 
Corporate Net Income reflecting the net 
operating loss carry-back of $50,000 and the 
reduction of contributions to $2,500. Thus, 
there would be two adjustments: (1) the 
net loss carry-back and (2) the reduction of 
expenses by $2,500. Should the Common- 
wealth, in making the resettlement, disallow 
the former and accept the latter, the net 
result would be an increase in the tax of 
about $96 (four per cent of $2,500 less Penn- 
sylvania corporate net income tax). 


Suppose a corporation sustains an operat- 
ing loss of $55,000 in 1946 and in 1947 
realizes a net profit of $50,000. For the year 
1946, neither the Commonwealth nor the 
federal government would impose any in- 
come tax. For the year 1947, the federal 
government would not impose any income 
tax because the carry-forward of the net 
operating loss of $55,000 to 1947 would elimi- 
nate taxable gain. On the other hand, the 
Commonwealth under the 1947 amendment 
would impose a tax at the rate of four per 
cent on income of $50,000 even though no 
net income was returned to and ascertained 
by the federal government. 
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It will be interesting to see how the courts 
will regard this new slant on the Pennsyl- 
vania corporate net income tax. 


Interest on U. S. Securities 


An issue of wide interest has at last been 
decided. On October 10, 1947, the Dauphin 
County Court, in the case of Commissioner 
v. Curtis Publishing Company, held that in- 
terest on United States securities issued on 
or after March 1, 1941, is immune from the 
Pennsylvania corporate net income tax. Ex- 
ceptions have been filed and are awaiting 
disposition by the Dauphin County Court. 


Prior to the passage of the Public Debt 
Act of 1941 by the Congress of the United 
States, the Commonwealth excluded from 
the measure of the corporate net income tax 
all interest on United States securities. This 
act authorized the federal government to 
impose the normal tax and surtax on all 
interest received on United States securities 
issued on or after March 1, 1941. There- 
after, the Commonwealth included all such 
interest in its measure, but continued to ex- 
clude the interest on the securities issued 
prior to that date. The distinction was that 
the interest received on the bonds issued on 
or after March 1, 1941, was included in the 
net income returned to and ascertained by 
the federal government, whereas the interest 
on United States bonds issued prior to that 
date was exempt either in whole or in part 
from the federal tax. 


The issue before the court was whether 
the exclusion of certain income from, and 
the inclusion of interest on United States 
bonds in, the measure of the tax was dis- 
criminatory so as to be in violation of Ar- 
ticle VI, Clause 2, and Article I, Section 8, 
Clause 2, of the United States Constitution. 
The former article establishes the Constitu- 
tion and the laws of the United States as 
the supreme law of .the land; the latter 
grants Congress the power to borrow money. 


The excluded income in controversy was 
(1) interest on bonds of the Commonwealth 
and its political subdivisions and (2) divi- 
dends on corporate stocks it owned. The 
former is not taxed because the federal gov- 
ernment does not have the statutory author- 
ity to impose a tax; therefore, it is not 
included in the income returned to and as- 
certained by the federal government and, 
correspondingly, is excluded from the state 
tax. The latter are excluded from the Penn- 
sylvania corporate net income tax because 


of a provision for such exclusion in the state 
act. 


Pennsylvania’s Net Income Tax 


The court held that not only the exclusion 
of interest on state and municipal bonds, 
but also the exclusion of dividends in the 
measure of the Pennsylvania corporate net 
income tax, was discriminatory against 
United States securities. 


The court’s conclusion that no interest on 
United States securities can be taxed as long 
as state and municipal bonds are exempt 
was not unexpected and seems to be ac- 
ceptable to the Commonwealth. However, 
the Attorney General takes exception to the 
conclusion of law holding that the exclusion 
of dividends from the measure of the tax is 
also discriminatory, because it is believed 
that at some future time the United States 
Congress might, by change in the law, in- 
clude interest on bonds of states and their 
political subdivisions in the federal income 
tax. With the removal of this factor of 
discrimination, the only remaining barrier 
would be dividend income. 


Remedies 


As to remedies, first choice should be a 
petition for resettlement under Section 1102 


_of the Fiscal Code within ninety days from 


the date of the settlement. This remedy 
carries with it the right to take an appeal, 
and eliminates problems that might arise 
under the refund procedure. 


Should it be found that the time has ex- 
pired for filing a petition for resettlement, 
there is still left the right to file a petition 
for refund under the provisions of Section 
503 of the Fiscal Code. Until recently, it 
was generally assumed that such a petition 
could be filed within five years of the pay- 
ment of the tax or the settlement of the tax, 
whichever date last expired, if the payment 
for which refund is sought had been made 
under the provisions of an act held to be 
unconstitutional or under the provisions of 
an act held to have been interpreted errone- 
ously by a court of competent jurisdiction. 
However, the Commonwealth has taken a 
new view on this subject. 


Formal Opinion No. 572 


Under date of November 25, 1947, the At- 
torney General issued Formal Opinion No. 
572, interpreting the five-year provision for 
filing petitions for refund as provided in 
Section 503 of the Fiscal Code as amended 
(April 9, 1929, P. L. 343). 


The opinion concerns a request for ad- 
vice by the Board of Finance and Revenue 
regarding a petition for refund filed by 
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Schylkill Valley Mills, Inc., on July 17, 
1947. The petitioner requested the refund of 
interest paid on January 17, 1945, covering 
a settlement by the Commonwealth on Janu- 
ary 10, 1945, on interest computed at the 
rate of six per cent per annum from the 
date upon which the tax was originally due 
and at the rate of twelve per cent per annum 
from sixty days after the settlement was 
made. 


The petitioner relied upon the decision in 
the case of Commissioner v. Bell Telephone 
Company of Pennsylvania, 55 Dauphin 321 
(1944). The interest charge was made by 
the Commonwealth on a deficiency in cor- 
porate net income tax arising from a change 
made by the federal government in the net 
income of the taxpayer. The facts in the 
petition for refund before the Board of 
Finance and Revenue were similar to the 
facts in the Bell Telephone case. 


The issue before the Attorney General 
was whether the petition should have been 
filed within two years or within five years 
from the date of the payment or of the 
settlement, whichever date last expired. The 
Attorney General reached the following 
conclusions: 


(1) The two-year period applies if pay- 
ment is made after a court of competent 
jurisdiction holds that the statute under 
which payment was made is unconstitu- 
tional or erroneously interpreted. The five- 
year period applies if the payment was made 
previously. 

(2) The consent judgment entered by 
stipulation on April 20, 1945, as of August 
17, 1944, in the Bell Telephone case, supra, 
does not constitute a “holding” as required 
by Section 503 (a) (4) of the Fiscal Code. 
Subsection (a) (4) of Section 503 of the 
Fiscal Code provides that all petitions for 
refund must be filed within one or two years 
except: 

“(4) When any tax or other money has 
been paid to the Commonwealth, under a 
provision of an Act of Assembly subsequently 
held by final judgment of a court of compe- 
tent jurisdiction to be unconstitutional, or 
under an interpretation of such provision 
subsequently held by such court to be erro- 
neous. In such case, the Petition to the 
Board shall be filed within five years of the 
payment of which a refund is requested, or 
within five years of the settlement of such 
taxes, bonus or other moneys due the Com- 
monwealth, whichever period last expires.” 


The Attorney General concluded that the 
“only temporary clause in the sentence to 
which the adverb can logically and gram- 


matically refer is the clause ‘When any tax 
or other money has been paid to the Com- 
monwealth’.” Since 1929, when the Fiscal 
Code was adopted, the adverb “subse- 
quently” was understood to modify the verb 
“held,” and it made no difference, in deter- 
mining the time limit for filing the petition, 
whether the payment was made before or 
after the court decision. 


Custom and usage alone lend weight to 
the original interpretation. If a change is 
made, perhaps it would be more equitable 
and in the interest of uniformity to do so 
prospectively or starting with a given year. 


The second conclusion of the Attorney 
General, that the consent judgment entered 
by stipulation in the Bell Telephone case, 
supra, does not constitute a “holding” as 
required by Section 503 (a) (4), illustrates 
a recent trend. In the method of controlling 
the determination of which payments are 
made under provisions of acts held to be 
unconstitutional or to have been interpreted 
erroneously. 


In the Bell Telephone case, the court, on 
July 17, 1944, entered a judgment against 
the Commonwealth, which was to become 
effective thirty days later unless exceptions 
were filed. While the exceptions were pend- 
ing, the Legislature, on April 11, 1945, re- 
enacted the Corporate Net Income Tax Act 
and made provision for the computation of 
interest charges on deficiencies arising from 
changes made by the federal government. 
The provision was practically the same as 
the conclusion of the court in the Bell Tele- 
phone case. As a consequence, the Common- 
wealth, on April 20, 1945, entered into a 
stipulation with counsel for the Bell Tele- 
phone Company wherein it was agreed to 
withdraw the exceptions. The stipulation 
was presented to the court; on the same day 
an order was entered withdrawing the ex- 
ceptions and entering final judgment as of 
August 17, 1944, the effective date of the 
original judgment. 


The Attorney General now takes the posi- 
tion that the consent judgment entered by 
stipulation in the above case did not consti- 
tute a “holding” as required by Section 503 
(a) (4), but is silent as to the effect of the 
final judgment directed to be entered as of 
August 17, 1944. 


Confession of Judgment 


Prior .to this opinion, but illustrative of 
the trend, the Commonwealth adopted an 
unusual procedure for the express purpose 
of reducing from five to two years the period 
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of time within which certain taxpayers 
would be permitted to file petitions for 
refund. 


Gross receipts tax was settled against the 
Central Railroad Company of New Jersey 
for the period ended June 30, 1938. Gross 
receipts from so-called loop traffic were in- 
cluded in the measure of the tax. In due 
course, an appeal was taken to the Dauphin 
County Court. While the appeal was pend- 
ing, the Attorney General issued Formal 
Opinion No. 516, holding that gross receipts 
from loop traffic were not taxable. Appar- 
ently, the taxpayer refused to enter into a 
stipulation for judgment. To do so would 
have resulted, of course, in a judgment in 
favor of the taxpayer for the entire amount 
of the claim; but the judgment would not 
have been “a final judgment of a court of 
competent jurisdiction” so as to extend the 
refund period from two to five years as 
provided in Section 503 (a) (4) of the Fiscal 
Code. Taxpayers who had paid gross re- 
ceipts tax on loop traffic for the same as 
well as other periods would be limited to 
the two-year ruling, whereas the period 
would be five years if the court entered a 
final judgment in the customary way. 


One day before the case was listed for 
trial, the Attorney General filed in the office 
of the Prothonotary a confession of judg- 
ment in favor of the taxpayer. Judgment 
was accordingly entered. Thereupon, the 
taxpayer filed a petition and rule to show 
cause why the judgment should not be 
stricken. (Commissioner v. Central Railroad 
Company of New Jersey, 57 Dauphin 255 
(1946).) The court held that there was no 
authority for the action taken, and sustained 
the petition. The case is now pending before 
the Pennsylvania Supreme Court. 


Stipulation for Judgment 


Also prior to Formal Opinion No. 572, 
but in line with the trend, is the procedure 
of the Commonwealth in respect to the value 
of bank shares for the purpose of computing 
the tax on shares of banks and trust com- 
panies. During years prior to 1939, the Com- 
monwealth took into consideration the market 
value of securities in arriving at the value of 
shares, and adjusted the book value of capi- 
tal stock, surplus and undivided profits by 
adding the appreciation or subtracting the 
depreciation as compared with book value. 


Starting with settlements for the year 
1939, the practice was changed. Thereafter 
no deductions were allowed for depreciation 
in the value of the bank’s assets; but when- 


Pennsylvania’s Net Income Tax 








ever the market value of securities exceeded 
their book value, the difference was added 
to the taxable value. In due course many 
appeals were taken. 


Most taxpayers, believing that a test case 
would be decided by the courts, preferred to 
rely upon the refund procedure provided in 
Section 503 (a) (4). In a great many of the 
cases, the tax involved was relatively small 
and the cost of taking an appeal would have 
been out of proportion to the amount of the 
tax. To take an appeal to the Dauphin 
County Court, it is necessary to file first a 
petition for resettlement under Section 1102 
of the Fiscal Code and then a petition for 
review under Section 1103. On the other 
hand, a petition for refund requires but one 
petition and no costs are involved. The 
Board usually holds such petitions in a sus- 
pense docket awaiting the outcome of the 
court case which would decide the issue, 
after which decision the petitions are acted 
upon. 


The first appeal involving the issue to be 
listed for trial was that of Commissioner v. 
Franklin Trust Company (449 Commonwealth 
Docket 1942). The Deputy Attorney Gen- 


eral, in his opening remarks to the court, 


announced that this case would be in the 
nature of a test case and would decide the 
issue. This announcement had the effect of 
assuring taxpayers that the five-year rule 
covering petitions for refund would apply, 
and thereafter many relied upon such pro- 
cedure instead of taking appeals. While the 
case was pending, the Attorney General and 
counsel for the taxpayer entered into a 
stipulation for judgment. This action, of 
course, was not a final judgment as contem- 
plated by Section 503 (a) (4); and since the 
issue involved valuation, the period within 
which petitions for refund could be filed was 
limited to one year under the provisions of 
subsection (a) (1). 


Another appeal, Commissioner v. First 
National Bank and Trust Company of Easton, 
was listed for trial. This case also involved 
the 1939 tax on shares issue. In this case, 
however, the taxpayer refused to enter into 
a stipulation for judgment and insisted upon 
trial so that the final judgment would act as 
a “holding” to cause the five-year refund 
rule to become operative. Thereupon, the 
Attorney General filed a document which, 
in the words of President Judge Hargest of 
the Dauphin County Court, purported “to 
confess and consent to the entry of a judg- 
ment against the Commonwealth” (decided 


July 24, 1947). 
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As in the Central Railroad case, supra, the 
court ordered the judgment stricken. The 
final outcome of this litigation will depend 
upon the Pennsylvania Supreme Court. 


Thus, the Commonwealth’s trend is to 
devise ways, some of which are ingenious, 
to circumvent the operation of the five-year 
refund period provided in Section 503 (a) (4) 
of the Fiscal Code. 


This brings back the discussion to the 
question of procedure for obtaining corpo- 
rate net income tax adjustments by reason 
of the court’s decision in the Curtis Publish- 
ing Company case, supra. If the Attorney 
General’s interpretation of Section 503 
(a) (4) is correct, there is the danger that 
the two-year rule will apply if payment is 
made after the final decision. Under the 
circumstances, there would be all the more 
reason to file a petition for resettlement if 
the ninety-day period has not expired. If 
the time has expired, a petition for refund 
should be filed immediately, without waiting 
for the final disposition of the litigation. 


Taxability of Refunds 


Refunds of corporate net income tax un- 
doubtedly affect the taxpayer’s liability for 
federal and Pennsylvania income taxes. The 
only question is the year affected. 


Since 1943, there has been no state deduc- 
tion for federal taxes; consequently, there 
has been no interdependency since that year. 
However, the basis of the deduction of state 
tax in computing the Pennsylvania corpo- 
rate net income tax is the net income re- 
turned to and ascertained by the federal 
government. That means that the deduction 
of the state tax in the state return is the 
deduction in computing the final federal tax 
liability. 

In the Curtis Publishing case, supra, which 
involved the 1942 tax, the court computed 
the tax by applying the seven per cent rate, 
in effect prior to 1943, to the original net 
income less the interest on United States 
securities. No adjustment was made for 
state or federal taxes although this was a 
year in which a deduction was allowed for 
federal taxes. Such an adjustment would 
be in order only if the net income was ad- 
justed by the federal government. 


The consensus seems to be that refunds 
of state taxes generally become taxable in- 
come for federal purposes in the year of 
receipt. Correspondingly, the refund would 
be included in the measure of the Pennsyl- 
vania corporate net income tax in the year 
of receipt as part of the net income returned 


to and ascertained by the federal govern- 
ment. 


Gross Receipts Allocation Fractions 


The exclusion of interest on United States 
securities from the measure of the tax has 
no effect on the gross receipts allocation 
fraction. There is nothing in the act to lend 
weight to the thought that the elements of 
gross receipts that make up the fraction 
must consist of taxable gross receipts. A 
perfect illustration is dividend income, which 
is specifically exempted from tax but is, 
nevertheless, expressly subject to allocation. 
Gross receipts arising from interest are also 
expressly subject to allocation in the act. 


Interstate Commerce 


The Commonwealth has taken the posi- 
tion that companies engaged exclusively in 
interstate commerce are not liable for the 
corporate net income tax even though they 
have places of business in Pennsylvania. 
Only when they also engage in intrastate 
commerce does a problem arise. 


If a taxpayer engages in both types of 
business, it is undoubtedly liable for cor- 
porate net income tax. In computing the 
tax, the Commonwealth applies the statu- 
tory allocation fractions and draws no dis- 
tinction between transactions which are 
interstate or intrastate in character. For 
instance, real estate in Pennsylvania used 
exclusively in interstate commerce would be 
included in the numerator of the tangible 
property fraction, or payroll of employees 
working exclusively in interstate commerce 
would be included in the numerator of the 
wages and salaries fraction if they work out 
of a place of business in Pennsylvania. 


This method of allocation is being con- 
tested on the ground that in effect the state 
would be imposing an unconstitutional bur- 
den on interstate commerce if, by the ap- 
plication of the statutory fractions, more 
income than the amount of income from the 
intrastate business is subjected to the Penn- 
sylvania tax. An appeal involving this issue 
is now pending. 


Another interesting point arises when, for 
instance, a transportation company operat- 
ing under a certificate issued by the Inter- 
state Commerce Commission without a 
Pennsylvania. Certificate of Public Con- 
venience leases to others a vacant part of 
one of its terminals in Pennsylvania. The 
Commonwealth takes the stand that the re- 
ceipt of rent for the vacant portion of the 
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building constitutes business of an intrastate 
character and makes the company liable for 
the corporate net income tax. Accordingly, 
the Commonwealth computes the tax by the 
application of the statutory formula, just as 
when a taxpayer conducts both interstate 
and intrastate transportation business. The 
taxpayer in this case would contend that the 
renting of the vacant space to others does 
not constitute the “doing of business” in 
Pennsylvania. Accordingly, the company 
should be entitled to complete immunity 
from the tax. 

The Commonwealth is in the course of 
reviewing some recent cases in other juris- 
dictions in which there has been detected a 
trend by the courts to permit states to im- 
pose certain excise taxes on companies en- 
gaged in interstate commerce. 


Report of Change 


There is no specific provision in the Cor- 
porate Net Income Tax Act for the form 
known as “Report of Change in Corporate 
Net Income.” 


The act provides that “if the amount of 
net income, as returned by any corporation 
to the Federal Government, is finally 
changed or corrected by the Commissioner 
of Internal Revenue or by any other agency 
or court of the United States, such corpo- 


ration, within thirty days after the receipt 
of such final change or correction, shall make 
a corrected report, under oath or affirmation.” 


The Department of Revenue originally 
interpreted this as requiring an amended 
Corporate Net Income Tax Report. Later, 
for the convenience of the taxpayers, a 
shorter and simpler form, the Report of 
Change in Corporate Net Income, was 
provided. 


The Department of Revenue takes the 
position that Reports of Change may in- 
clude only the changes resulting from ad- 
justments made by the federal government 
in the net income of the taxpayer. Accord- 
ing to the Department, the proper remedy 
for raising other issues is to file a petition 
for resettlement under Section 1102 of the 
Fiscal Code within ninety days of the settle- 
ment. 


The next question is the procedure that 
should be followed in the event the Depart- 
ment of Revenue makes a resettlement after 
the receipt of the Report of Change in which 
other adjustments appear, but gives effect 
in the resettlement only to the adjustments 
made by the federal government. The stand- 
ard procedure for contesting a resettlement 


Pennsylvania’s Net Income Tax 


is to file a petition for review with the Board 
of Finance and Revenue within sixty days 
under the provisions of Section 1103. How- 
ever, the Board of Finance and Revenue has 
ruled that it has no more authority to act 
upon new issues than has the Department 
of Revenue. An appeal has been taken to 
the Dauphin County Court on this question, 
and the problem of procedure will not be 
solved until the case is decided. 


Should the rulings of the Department of 
Revenue and the Board of Finance and Rev- 
enue be sustained, the only remaining rem- 
edy outside of a petition for resettlement is 
a petition for refund under Section 503 
within two or five years from the date of 
payment or settlement, whichever date last 
expires. The two- or five-year period de- 
pends upon the type of issue involved. 


Increased Capital Stock Valuations 


The Department of Revenue is consider- 
ing the adoption of a policy under which 
capital stock valuations will be reviewed in 
light of subsequent developments. The types 
of developments which the Commonwealth 
has in mind are loss carry-backs, the carry- 
back of unused excess profits credits and the 
acceleration of the amortization 
facilities. 


of war 


Those advocating this plan are of the 
opinion that these transactions have the ef- 
fect of increasing the net income and net 
worth of the taxpayer for the years in which 
the federal tax deductions have been re- 
duced. Where the prior year’s valuation is 
considered inadequate, resettlement will be 
made under the provisions of Section 1105 
of the Fiscal Code, provided that two years 
from the date of the settlement have not 
expired. 


Accounting authorities might not agree 
that these tax savings increase the net in- 
come for the years covered by the refunds. 
On the contrary, they might take the posi- 
tion that the refunds are income in the year 
received and have no effect on the net op- 
erating results of prior years. 


Another interesting point is the right of 
the Commonwealth to consider transactions 
and events that occur subsequent to the tax 
year. If the Commonwealth has such a right, 
it would be assumed that the taxpayer has 
a similar right. In the case of carry-back 
losses, the unfavorable results of operations 
in the year that gave rise to the loss might 
indicate that the original valuation of the 
capital stock was excessive. 
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Change to Accrual Method 


Now pending before the Dauphin County 
Court are the appeals of Commissioner v. 
Electrolux Corporation and Commissioner wv. 
Sears, Roebuck & Company. Both of these 
companies made application to the Commis- 
sioner of Internal Revenue and secured per- 
mission to change from the _ installment 
method to the accrual basis of reporting in- 
come for federal tax purposes. As a condi- 
tion precedent to the allowance of the 
change, the taxpayers were required to in- 
clude as taxable income in the year of the 
change the accumulated deferred profits on 
the installment accounts. This had the ef- 
fect of including for federal and state income 
tax purposes in the year under consideration 
the profits on the accrual basis as well as 
the deferred profits of the prior periods. 


The taxpayers made two objections: first, 
that income earned prior to January 1, 1935 
(the effective date of the Pennsylvania Cor- 
porate Net Income Tax Act), was included 
in the measure of the tax; second, that the 
deferred profits were not “income received 
by and accruing to such corporation during 
the calendar year.” Thus, it appears that the 
taxpayer in the first point contends that the 
income included in the measure of the tax 
was earned prior to the effective date of the 
act, and in the second point contends that 
income included in the measure of the tax 
was earned prior to the tax year. 


The principles involved in these cases do 
not seem to be basically different from those 
involved in previously discussed cases. If 
the tax is not a tax on income but a tax on 
the income returned to and ascertained by the 
federal government, it should not make 
any difference whether the income was 
earned in a previous year, a year prior to 
the passage of the act, outside the state, or 
perhaps not earned at all. 


Mellon Indemnity Case 


The case of Commissioner v. Mellon In- 
demnity Company presents a novel question, 
but one of limited interest. 


The taxpayer is incorporated under the 
laws of the Commonwealth of Pennsylvania 
as a stock casualty insurance company with 
the authority to write fidelity and surety 
bonds. It claims that it is included among 
the companies exempted from the provisions 
of the Corporate Net Income Tax Act asa 
“surety company.” It contends that such a 
company need not be a foreign company in 
order to be exempt from the provisions of 
the act. 


Allocation of Gross Receipts 


Of the three allocation fractions in the 
Franchise and Corporate Net Income Tax 
Acts, the third, consisting of gross receipts, 
is the most complex. The allocation of gross 
receipts has resulted in frequent litigation, 
and has been the subject of more legislative 
changes than either of the other two fractions. 


The first decision of major importance on 
the subject was the case of Commissioner v. 
Continental Rubber Works, 347 Pa. 514 
(1943), involving corporate net income tax 
for 1935, imposed under the original Act of 
May 16, 1935. In Section 2 of this statute, 
in respect to the allocation of gross receipts, 
it was provided in part: 


“The amount of the corporation’s gross 


receipts from business assignable to this . 


Commonwealth shall be the amount of its 
gross receipts for the taxable year from 
(1) sales, except those negotiated or effected 
in behalf of the corporation by agents or 
agencies chiefly situated at, connected with, 
or sent out from, premises for the transac- 
tion of business owned or rented by the 
taxpayer outside the Commonwealth, and 
sales otherwise determined to be attributa- 
ble to the business conducted on such 
premises.” 

When the act was amended in 1939, the 
word “maintained” was substituted for the 
words “owned or rented.” A similar change 
was made in the Franchise Tax Act in 1945. 
Because of the similarity of the statutory 
allocation provisions in the Corporate Net 
Income and-Franchise Tax Acts, rulings 
pertaining to one would apply with equal 
force to the other. 


The taxpayer was a corporation organ- 
ized under the laws of Pennsylvania with its 
manufacturing plant in that state, but trans- 
acted business in the State of New York. 
During the year in question, a branch sales 
office was operated in Buffalo under the 
supervision of a manager named Prince and 
covered a territory arranged and controlled 
by the sales manager located at the home 
office. Orders were solicited by salesmen 
working out of the Buffalo office and were 
transmitted to the home office for acknowl- 
edgement, confirmation and credit approval. 
Although an inventory was maintained at 
the branch office, most of the goods were 
shipped and billed from the home office. 
The goods shipped to the branch office were 
not consigned or billed to Prince. Title re- 
mained in the taxpayer until the merchan- 
dise was sold to the trade. The branch office 
was rented in the name of the branch man- 
ager, but the name of the taxpayer appeared 
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on the office window and in the telephone 
directories. The salesmen as well as Prince 
presented themselves as representatives of 
the company and generally conducted them- 
selves in a manner that led to that conclu- 
sion. Prince received a monthly commission 
on all sales of the branch office, out of which 
he paid the operating expenses, including 
rent, commissions to salesmen and social 
security taxes. The balance represented his 
compensation for services. Prince was per- 
mitted, however, to make sales for other 
companies and keep for himself whatever 
commissions he so earned. 


The taxpayer claimed that the gross re- 
ceipts arising from the sales of the Buffalo 
branch office should have been excluded 
from the numerator of the gross receipts 
allocation fraction because they were “nego- 
tiated or effected in behalf of the corpora- 
tion by agents or agencies chiefly situated 
at, connected with, or sent out from, prem- 
ises for the transaction of business owned or 
rented by the taxpayer outside the Com- 
monwealth.” The Pennsylvania Supreme 
Court sustained the Dauphin County Court 
in finding that the degree of control exer- 
cised by the taxpayer over Prince and the 
relationship between them were of such na- 
ture as to make him an agent of the com- 
pany and not an independent contractor. 


Despite the fact that the lease for the 
branch office was in the name of Prince, the 
court also sustained the lower court in hold- 
ing that the office was rented by the tax- 
payer. In reaching this conclusion, it pointed 
out that from the commissions received from 
the home office, the branch manager was 
first required to pay rent. In renting this 
space, Prince acted as agent of the company 
and not on behalf of himself as an inde- 
pendent contractor. 

Under the circumstances, it was held that 
the gross receipts in question were not as- 
signable to .Pennsylvania and should be 
eliminated from the numerator of the fraction. 


Minds Coal Mining Case 


In the case of Minds Coal Mining Corpo- 


ration, 58 Dauphin 178 (1946) (exceptions 
overruled August 12, 1947; now pending on 
appeal before the Pennsylvania Supreme 
Court), the taxpayer seems to have relied 
to a great extent on the Continental Rubber 
case, supra, in claiming an out-of-state allo- 
cation for gross receipts. The facts as pre- 
sented are, however, distinguishable. 


The taxpayer was a corporation organized 
under the laws of West Virginia. It had 
qualified to do business in Pennsylvania al- 
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though it owned and operated a coal mine 
in the former state. It maintained its mine 
office and had a mailing address in West 
Virginia. No coal was mined in Pennsyl- 
vania. The executive and administrative 
office was located in Pennsylvania, and the 
company’s two principal officers were also 
located there during the year in question. 
There existed between the taxpayer and the 
Bulah Coal Mining Corporation, a sales 
company, a contract under the terms of 
which the sales company undertook to act 
as sales agent for the taxpayer. The sales 
company maintained its own office in New 
York, employed its own sales representa- 
tives and during the year in question sold 
practically the entire output of the mine. 


The agreement also provided that the sales 
company should make contracts with cus- 
tomers, issue invoices for all shipments, 
make collections and assume all credit risks. 


Upon receipt of orders, the sales company 
forwarded them to the mine office of the 
taxpayer in West Virginia, whereupon the 
coal was shipped pursuant to instructions 
and invoiced to Bulah Coal Mining Corpo- 
ration. The commissions as provided in the 
contract were paid by the taxpayer to the 
sales company. 


In its Corporate Net Income Tax Report 
for the year in question, the taxpayer ex- 
cluded from the numerator of the gross re- 
ceipts allocation fraction the value of all 
sales billed to Bulah Coal Mining Corpora- 
tion. The Commonwealth, in making the 
settlement, disallowed this out-of-state allo- 
cation and included the sales in the numer- 
ator of the fraction. 


There was no controversy over whether 
the taxpayer was not transacting all of its 
business in Pennsylvania; this was admitted. 
The question was whether there was a loca- 
tion outside the state to which the sales 
could be allocated. Under the Corporate 
Net Income Tax Act, the gross receipts 
would be assignable to Pennsylvania in their 
entirety unless the sales came within the 
exception noted in the act. The exception 
in this case would be the same as in the 
Continental Rubber case, supra. It would in- 
clude those sales which were negotiated or 
effected by representatives of the taxpayer 
“chiefly situated at, connected with, or sent 
out from, premises for the transaction of 
business maintained by the taxpayer outside 
the Commonwealth.” The only difference in 
this respect was that the Continental Rubber 
case came under the Act of 1935, which 
provided that the out-of-state office be 
“owned or rented,” while this case involved 
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tax for 1941 and came under the 1941 Act, 
which required that the office be “main- 
tained.” 


The taxpayer took the position that the 
selling company was an independent con- 
tractor and that its activities must be dis- 
regarded. It did not contend, as was claimed 
by the Continental Rubber Works, that the 
New York office of the selling company was 
its own office maintained in a manner con- 
templated by the act. On the contrary, it 
contended that the sales were negotiated or 
effected by the taxpayer’s superintendent at 
the mine in West Virginia, this event taking 
place when he was instrumental in loading 
the coal on cars pursuant to the orders re- 
ceived from the selling company. In the 
Continental Rubber case, the taxpayer’s view- 
point was different. It was contended that 
Prince, the manager of the branch office, 
was not an independent contractor, but an 
employee who was responsible for “nego- 
tiating or effecting” the sales; it was not 
claimed that an employee who filled the 
orders or became responsible for delivering 
the merchandise “effected or negotiated” the 
sales. 


The court, in considering the taxpayer’s 
contention, observed that although title to 
the coal might have passed at the point 
where the superintendent caused the coal to 
be loaded on cars, this was not the only 
meaning of the term “sale” as used in the 
act, and added that “a sale must be nego- 
tiated or effected.” In the latter connection, 
the court iound that the selling company 
performed this function, and expressed the 
belief that the words “negotiated or ef- 
fected” in the act related to the activities 


which brought about or resulted in a sale. 


Obviously the filling of the order at the 
mine had nothing to do with determining 
the allocation. 


Although the coal was invoiced to Bulah 
Coal Mining Company, neither the Com- 
monwealth nor the taxpayer contended that 
the coal had been sold to the selling com- 
pany. The court found that the agreement 
contemplated only that the sale should be 
made by the selling company on behalf of 
the taxpayer for stipulated commissions. In 
this respect, according to the court, the two 
cases were similar. In the Continental Rub- 
ber Works case the sale was negotiated or 
effected by Prince or his salesmen; in the 
Minds Coal Mining case, by Bulah Coal Min- 
ing Corporation. The important distinction 
was that in the former case it was held that 
Prince’s office was maintained by the tax- 
payer as contemplated in the act, while in 
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the latter case the New York office of Bulah 
Coal Mining Corporation was not. 


Since it was not established that the sales 
in question were negotiated or effected on 
behalf of the taxpayer by representatives 
working from an office maintained outside 
the state, the court had no alternative but to 
rule that the gross receipts were assignable 
to Pennsylvania. 


Late Filing 


Section 4 of the Corporate Net Income 
Tax Act provides for the imposition of the 
ten per cent penalty for the late filing of 
reports. 


“If the officers of any corporation shall 
neglect, or refuse to make any report as 
herein required, or shall knowingly make 
any false report, an additional ten percentum 
of the amount of the tax shall be added by 
the Department to the tax determined to 
be due.” 


The same section requires taxpayers to 
file their Pennsylvania Corporate Net Income 
Tax Reports within thirty days after the 
federal return. An interesting issue appears 
where a corporation is correctly assessed 
the ten per cent penalty for filing its report 
later than thirty days after filing its federal 
return, and subsequently files a Report of 
Change giving effect to an increase in its 
net income resulting from a change made by 
the federal government. In the resettlement 
giving effect to the Report of Change, it is 
the practice of the Commonwealth to assess 
the penalty on the basis of the final tax lia- 
bility. This increases the penalty even 
though the Report of Change has been filed 
on time. 


The act is silent on this specific issue. The 
only report which the taxpayer filed late 
was the original return. The Report of 
Change was filed on time. Without statu- 
tory authority, it is difficult to see how the 
Commonwealth can justify imposing the 
penalty on tax that was not due when 
the original return was filed. 


In the Bell Telephone case, supra, the court 
took the position that a Report of Change 
is a new report, and computed interest on 
the additional tax reflected therein from 
thirty days after the Report of Change was 
due and not from the date upon which the 
original report was due. The situations 
seem similar. If the Report of Change is a 
new report, and if it is filed on time, there 
is no basis for assessing a penalty. The act 
makes specific provision for a penalty of $5 
a day in such cases. 

{The End] 
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The Administrative Procedure Act 
And the Tax Court 


IT HAS CHANGED ITS NAME AND CALLS ITS MEMBERS JUDGES, BUT 
STILL THE QUESTION REMAINS: IS THE TAX COURT AN AGENCY 


OR A SEGMENT OF THE JUDICIARY? 


T= Administrative Procedure Act’ be- 
came law on June 11, 1946, in answer 
to “a widespread demand for legislation to 
settle and regulate the field of Federal ad- 
ministrative law and procedure.”* The act 
was intended to have broad coverage, and 
such exemptions as it recognizes are in terms 
of functions rather than agencies as such.’ 


The purpose of this article is to examine 
whether the Tax Court is subject to the 
Administrative Procedure Act, and, if so, 
what important consequences follow. 


The Administrative Procedure Act is con- 
cerned with administrative agencies. Sec- 
tion 2 (a) of the act defines “agency” to 
mean “each authority (whether or not with- 
in or subject to review by another agency) 
of the Government of the United States 
other than Congress, the courts, or the gov- 
ernments of the possessions, Territories, or 
the District of Columbia.” The Tax Court 
is, accordingly, subject to the act if it is 
an “agency,” but not if it is a “court,” as 
those terms are used in this definition. 


Court or Agency 


The Tax Court is clearly not a court in 
any technical sense. The Tax Court’s 
predecessor, the Board of Tax Appeals, was 
created by the Revenue Act of 1924 as “an 
independent agency in the executive branch 


160 Statutes 237, 5 USC Section 1001 et seq. 

*S. Rept., Legislative History, Administrative 
Procedure Act, Senate Document No. 248, 79th 
Congress, 2d Session (hereinafter cited ‘‘Legis- 
lative History’’), p. 187. 

3H. R. Rept., Legislative History, p. 250. 
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of the Government.” * The Internal Revenue 
Code, when enacted, described the Board 
in the same way.® 


The Supreme Court, in Old Colony Trusi 
Company v. Commissioner [1 ustc J 408], 279 
U.S. 716,, 725, said: 


“The Board of Tax Appeals is not a court. 
It is an executive or administrative board, 
upon the decision of which the parties are 
given an opportunity to base a petition for 
review to the courts after the administrative 
inquiry of the board has been had and de- 
cided.” 


The change of the Board’s name to “Tax 
Court,” and the designation of its members 
as “judges,” in no way affected the status 
of the tribunal as an independent agency in 
the executive branch. The committee re- 
port,® explaining Section 504 of the Revenue 


Act of 1942," which effected the changes, 
said: 


“This section merely changes the names 
by which the Board of Tax Appeals, its 
chairman and its members are known. No 
change is made in its status. The Board, 
which will hereafter be known as the United 
States Tax Court, is continued as an inde- 
pendent agency in the executive branch of 


443 Statutes 253, 338. The Board replaced 
a departmental Committee on Appeals and Re- 
view set up by the Commissioner of Internal 
Revenue. See H. R. Rept. 179, 68th Congress. 
1st Session. pp. 7, 8; Williamsport Wire Rope 
Company v. U. 8. [1 ustc 9 313], 277 U. S. 551, 
562. 

5 Section 1100. 

6H. R. Rept. No. 2333, 77th Congress, 2d Ses- 
sion, pp. 172, 173. 

756 Statutes 957. 
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the Government. Thus its status as an execu- 
tive or administrative board is unchanged. 
Old Colony Trust Co. v. Commissioner. . 
The Board and its divisions will continue to 
have the same jurisdiction, powers, and 
duties as provided by existing law.” (Italics 
supplied.) 


In Commissioner v. Gooch Milling & Eleva- 
tor Company [43-2 ustc 9673], 320 U. S. 
418, 420, the Supreme Court held that since 
the Board of Tax Appeals was but “an 
independent agency in the executive branch 
of the Government,” it had no jurisdiction, 
such as an equity court might have, to apply 
a doctrine of equitable recoupment. And 
the Court pointed out that the Board’s 
change of name to “Tax Court” had “no 
effect on the jurisdiction, powers and duties 
of the agency.” A short time later, in Hutch- 
ings-Sealy National Bank v. Commissioner 
[44-1 ustc J 10,097], 141 F. (2d) 422, the 
Fifth Circuit Court of Appeals held that 
the Tax Court, like the Board, was an agency 
rather than a judicial tribunal, so that it 
was unnecessary for an executor to seek 
formal substitution as a party on review of 
a Tax Court decision where the taxpayer 
died before the petition for review was filed. 


Since the Tax Court is an agency rather 
than a court, it would seem to follow that, 
like other agencies, it is subject to the Ad- 
ministrative Procedure Act. This is true 
unless Section 2 (a) of the act, exempting 
“courts” from the act’s operation, uses the 
word in some special, esoteric sense—that 
is, unless Congress intended to exempt from 
the act not only tribunals which are courts 
‘n fact but also an administrative agency 
which is called a court. 


The Attorney General has expressed the 
view that the Tax Court is not subject to the 
act. Commenting on the exemption of 
courts in Section 2, the Attorney General 
said, in a letter to Senator McCarran, Chair- 
man of the Senate Judiciary Committee, 
while the bill was pending: 

“*Court’ includes the Tax Court, Court 
of Customs and Patent Appeals, the Court 
of Claims and similar courts. This act does 
not apply to their procedure nor affect the 
requirement of resort thereto.” ® 
The Attorney General does not indicate how 
he arrives at this conclusion with respect to 
the Tax Court. The Court of Customs and 
Patent Appeals and the Court of Claims are 
in quite a different category from the Tax 
Court. They are legislative courts of record 
provided for in the Judicial Code.® They 





8 Legislative History, p. 224. 
®* Sections 188 and 136, as amended, Judicial 
Code; 28 USC 301, 241. 
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have been so recognized by the Supreme 
Court.” Their judges, like the judges of 
constitutional courts, hold office during good 
behavior and retire with full pay.” 


Congressional Intent 


The Congressional committee reports ex- 
press an intention to exclude from the defini- 
tion of “agency” in the act only “legislative, 
judicial, and territorial authorities” and to 
include “any other ‘authority’.”* The in- 
tention of Congress to exclude “judicial au- 
thorities” from the operation of the act 
would appear not to extend to a body which 
it had previously set up as “an independent 
agency in the executive branch of the Gov- 
ernment.” Indeed, agencies in the execu- 
tive branch are precisely what the definition 
is designed to include. 


A Senate Judiciary Committee print,“ ex- 
plaining the derivation and meaning of the 
various provisions of the Administrative 
Procedure Act, says that the definition of 
“agency” in the act is substantially the same 
as in the Federal Register Act. This is 
reasonable, since agencies must utilize the 
Federal Register in complying with several 
of the provisions of the Administrative Pro- 
cedure Act. (See Section 3 and 4.) The 
Federal Register Act, like the Administra- 
tive Procedure Act, defines “agency” broad- 
ly to include all authority in the executive 
branch but to exclude specifically the legis- 
lative and judicial branches. (Section 4, 
49 Statutes 500, 44 USC 304.) The Tax 
Court, both before and after its change in 
name, apparently has regarded itself as an 
“agency” rather than as a “court” within 
the Federal Register Act, for it has con- 
sistently published its rules as “agencies” 
under that act are required to do. (See 
Title 26, Chapter III, of Code of Federal 
Regulations, and annual supplements; also 
1 CFR Section 2.2(d).) Yet, in view of the 
interrelation of the two acts, and particularly 
in view of their respective definitions of 
“agency,” it is hard to see why the Tax 
Court should be an “agency” for purposes 
of one act, but a “court” for purposes of 
the other. 


In at least one point in the legislative 
history it seems to have been tacitly as- 
sumed that the Tax Court is among the 
agencies covered. In the debate on the 





1° Ha Parte Bakelite Corporation, 279 U. S. 
438; Williams v. U. 8., 289 U. S. 553. 

11 28 USC 301a, 241, 375. 

22 Legislative History, pp. 196, 252. 

18 See supra, footnote 4. 

144 Legislative History, p. 12. 
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Senate floor,” the legislators were discussing 
Section 6 (a) of the act, which deals with 
the right of persons appearing before agen- 
cies to be represented by counsel. A ques- 
tion was raised as to how far an agency 
might go in prescribing qualifications of 
persons eligible to appear as counsel before 
it. Senator Ferguson asked: 


“Let us consider the Tax Board [sic!]. 
Could the Board [stc!] itself determine that 
certain individuals were qualified to appear 
and that other persons were not qualified 
to appear?” 


Senator McCarran, who sponsored the bill 
in the Senate, replied: 


“The answer to that question is ‘No’. The 
Board [sic!] could not do so. The Board 
[sic!] would have to accept lawyers or non- 
lawyers as the case may be, because a tax 
expert may not be a lawyer.” * 


Objectives of Act 


Perhaps further light may be shed on the 
problem by examining it against the prin- 
cipal objectives which the Administrative 
Procedure Act was intended to accomplish. 


The act may be said to have three broad, 
major objectives:” (1) to make available 
to the public, except where secrecy is re- 
quired in the public interest, full information 
concerning the organization, procedures, 
rules and orders of each agency (Section 3); 
(2) to prescribe certain minimum procedures 
and safeguards which each agency must ob- 
serve in formulating its rules and decisions 
(Sections 4, 5, 7, 8); (3) to define clearly 
the nature and extent of the right to judicial 
review of administrative determinations 
(Section 10). 


It is hard to see why each of these prin- 
cipal objectives does not apply as fully to 
the Tax Court as to other agencies. The 
Supreme Court, in Dobson v. Commissioner 
[44-1 ustrc J 9108], 320.U. S. 489, 501, for 
example, squarely placed judicial review of 
Tax Court decisions on the same footing as 
review of the decisions of other agencies. 
Speaking of the permissible scope of judi- 
cial review of Tax Court decisions, the Court 
emphasized: 


“All that we have said of the finality of 
administrative determination in other fields 


15 Legislative History, p. 318. 

16 Whether Senator McCarran’s reply was in 
fact correct, need not be considered here. Cf. 
Rule 2, Rules of Practice Before the Tax Court 
of the United States. 

17 Cf. Legislative History, pp. 193, 194; Senate 
debate, ibid., p. 304. 
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is applicable to determinations of the Tax 
Court.” 

(It might also be noted that throughout its 
opinion the Court referred to the Tax Court 
as an “administrative body” and to its de- 
cisions as “administrative decisions.”) It is 
true, of course, that there may be no occa- 
sion to invoke particular provisions of the 
act in the case of the Tax Court.” The same 
may be said of many agencies.” It does 


not follow that the act does not apply at all. 


Attorney General's Report 


The Attorney General’s Committee on Ad- 
ministrative Procedure, appointed in 1939 
at the request of President Roosevelt to 
investigate the “need for procedural reform 
in the field of administrative law,” made 
exhaustive studies covering most of the agen- 
cies in the executive branch. The results 
of its studies were published in a Final Re- 
port and twenty-seven monographs on indi- 
vidual agencies. The Board of Tax Appeals 
was one of the agencies which the commit- 
tee studied, and one of its monographs dis- 
cusses the Board.“ Nothing in the Final 
Report or the monograph indicates that the 
committee regarded the Board as unique or 
outside its principal recommendations. The 
contrary would seem to be clearly true.” 

In a manual which the Department of 
Justice has prepared on the Administrative 
Procedure Act, the present Attorney Gen- 
eral points out (page 5): 


“The main origins of the present Admin- 
istrative Procedure Act may be found in 
that [Final] Report, and in the so-called 
majority and minority recommendations 
submitted by the Committee.” 


And again (on page 8), it is stated: 


“The legislative history of the Adminis- 
trative Procedure Act really begins with the 
Final Report of the Attorney General’s Com- 
mittee on Administrative Procedure.” 


The Congressional committee reports also 
point out that in preparing the bill which 
became the Administrative Procedure Act, 


** Examples are Section 9 (b), dealing with 
licensing, and Section 5 (c), relating to separa- 
tion of functions between prosecuting and ad- 
judicating officers. 

1% An extreme example is Saint Elizabeth Hos- 
pital, Washington, D. C., which publishes its 
organization and procedures as required by Sec- 
tion 3 (11 Federal Register 177 A-565), but is 
probably otherwise unaffected by the act. 

20 See Final Report of the Attorney General’s 
Committee on Administrative Procedure, Senate 
Document No. 8, 77th Congress, 1st Session, p. 1. 

21 Senate Document No. 10, Part 9, 77th Con- 
gress, 1st Session, pp. 69-83. 

22 See Final Report, supra, footnote 20, p. 167. 
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careful attention was paid to the earlier work 
of the Attorney General’s committee.” A 
Senate Judiciary Committee print was issued 
showing the parallel between each provision 
of the new proposed law and the recom- 
mendations of the Attorney General’s com- 
mittee.” 


In the absence of any clear indication to 
the contrary, the coverage of agencies by 
the Administrative Procedure Act would 
seem to be at least as broad as that en- 
visaged by the studies and recommenda- 
tions of the Attorney General’s committee. 


Had the name of the Board of Tax Ap- 
peals remained unchanged, it would seem to 
be beyond serious dispute that the Admin- 
istrative Procedure Act applied to it. But 
every reason for applying the act to the 
tribunal, were it still called a Board, is 
equally present now that it is called a Tax 
Court, since the change in name did not 
make the tribunal any the less an agency 
or otherwise affect its functions.” 


Viewing the Tax Court against this back- 
ground of the statute creating it and the 
history and purposes of the Administrative 
Procedure Act, it is reasonable to conclude 
that the Tax Court is among the agencies 
to which the act applies, and that the Attor- 
ney General’s “dictum” to the contrary is 
wrong. 


Dobson Rule 


The Sixth Circuit Court of Appeals 
reached this conclusion in the case of Lin- 
coln Electric Company v. Commissioner [47-1 
ustc § 9282], 162 F. (2d) 379, decided on 
June 5, 1947. The Lincoln Electric case in- 
volved the deductibility, as “ordinary and 
necessary expenses,” of premiums paid upon 
an employee’s retirement annuity policy and 
payments to a trust for the benefit of em- 
ployees. The Tax Court decided that the 
expenditures were not “ordinary and neces- 
sary,” and the Commissioner argued that 
this was a factual determination binding on 
the Circuit Court of Appeals under the 
Dobson rule. The Circuit Court rejected this 
argument and reversed the Tax Court, hold- 
ing that the question before it was one of 
law which Dobson did not preclude it from 
reviewing. But the Circuit Court went fur- 





23 Committee Reports, 
pp. 190, 246. 

24 Legislative History, p. 11 et seq. 

% See supra, pp. 255. Suppose that the 
name of the Board of Tax Appeals had been 
changed to ‘‘Tax Court” after the passage of 
the act. Surely, the act at its inception would 
have applied to the Board and would not have 
ceased to apply because of the change in name. 
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ther, and held that, in any event, the per- 
missible scope of review would be fixed by 
the Administrative Procedure Act rather 
than by the Dobson rule, since it found the 
Tax Court to be an agency subject to the 
act. The appellate court found it unneces- 
sary, on the facts before it, “to particularize 
in what respect our power to review has 
been enlarged, except to say that it doubt- 
less has been broadened and that it will be 
time enough to consider the precise applica- 
tion of the Act when clear-cut questions of 
fact and law are brought to us for review.” 


In Dawson v. Commissioner [47-2  ustc 
{ 9368], 163 F. (2d) 664 (September 22, 
1947), a family partnership case, the Sixth 
Circuit Court reaffirmed what it had said in 
the Lincoln Electric case with respect to the 
Administrative Procedure Act, but found 
that it would reach the same conclusion 
(affirming the Tax Court) irrespective of 
the standard of review applied. 


The Seventh Circuit Court of Appeals, in 
Anderson v. Commissioner [48-1 ustc J 9109], 
decided on December 17, 1947, expressed 
disagreement with the Sixth Circuit’s Lin- 
coln Electric case. The Tax Court had held 
that certain intrafamily transfers of stock 
did not constitute bona fide gifts so that the 
income remained taxable to the taxpayers, 
the purported donors. On appeal, the tax- 
payers argued that because of the Adminis- 
trative Procedure Act, the Dobson rule 
should not apply to this finding. The 
Seventh Circuit, affirming the Tax Court, 
said that the evidence supported the Tax 
Court’s decision under any theory of judi- 
cial review, and then added gratuitously 
that it disagreed with the Lincoln Electric 
case anyway. As to the extent of disagree- 
ment, however, it is not clear whether the 
Seventh Circuit felt that the Tax Court was 
not an agency subject to the act at all, 
or merely disagreed with the Sixth Circuit’s 
view that if the act applied, Dobson no 
longer would apply. 

If, however, the correctness of the Sixth 
Circuit’s view that the act applies to the 
Tax Court is assumed, the next question is 
what consequences follow. 


The consequences of applying the act to 
the Tax Court may be viewed in relation to 
the act’s three broad objectives: (1) public 
information, (2) procedural safeguards and 
(3) clarification of the nature and extent of 
judicial review. 


Public Information 


Section 3 of the act requires each agency 
to publish in the Federal Register a descrip- 
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tion of its central and field organization, 
statements as to its forms and procedures, 
and its substantive rules. It also provides 
that no person need resort to organizational 
or procedural rules not so published. The 
Tax Court has not complied with this sec- 
tion of the act because it has not regarded 
itself as subject to the act. If it is finally 
held subject to the act, it will, of course, 
have to publish the prescribed materials. 


Procedures 


Tax Court hearing procedures are pre- 
scribed by Sections 1111 through 1119 of 
the Internal Revenue Code. A “division” of 
the court, consisting of one or more judges, 
hears cases and reports its determinations.” 
The report of the division becomes the re- 
port of the court after thirty days unless 
within that time the presiding judge directs 
that the report be reviewed by the court.” 


The Administrative Procedure Act pro- 
vides that presiding officers at hearings shall 
consist of (1) the agency, (2) one or more 
members of the body which comprises the 
agency or (3) one or more hearing exam- 
iners appointed as provided for in the act.* 
Section 8 (a) provides alternate methods by 
which an agency may formulate a decision. 
The hearing officer may make the initial de- 
cision, which, in the absence of an appeal 
to the agency, or review upon motion of the 
agency, becomes the agency decision. Or 
the officer who heard the case may instead 
recommend a decision, and the agency itself 
will make the initial decision (which is also 
the final decision). Whichever method the 
agency chooses to follow, it must observe 
the procedures laid down in Section 8 (b), 
which provides: 


“Prior to each recommended, initial, or 
tentative decision, or decision upon agency 
review of the decision of subordinate officers 
the parties shall be afforded a reasonable 
opportunity to submit for the consideration 
of the officers participating in such decisions 
(1) proposed findings and conclusions, or 
(2) exceptions to the decisions or recom- 
mended decisions of subordinate officers or 
to tentative agency decisions, and (3) sup- 
porting reasons for such exceptions or pro- 
posed findings or conclusions. The record 
shall show the ruling upon each such find- 
ing, conclusion, or exception presented.” 


26 Section 1114 (b) provides that ‘‘the presid- 
ing judge may from time to time by written 
order designate an attorney from the legal staff 
of the court to act as a commissioner in a par- 
ticular case.’’ This procedure is seldom used. 

27 Sections 1103, 1118, Internal Revenue Code. 

*8 Section 7 (a). 
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The act, therefore, contemplates that 
whenever the agency itself does not hear a 
case, the officer who heard it shall write an 
intermediate opinion, from which an appeal 
or review within the agency is available. 


As noted above, the act ™ makes a distinc- 
tion between (1) the agency and (2) mem- 
bers of the body which comprises the agency. 
Accordingly, a Tax Court judge who hears 
a case is not the agency; he is a member of 
the body which comprises the agency. 
While, under Section 8, the intermediate re- 
port procedure is not required when the 
agency itself hears the case, it is required 
when the case is heard by one or more 
members of the body which comprises the 
agency. It is required, therefore, in the 
usual Tax Court case. 


Of course, no such procedure as Section 8 
prescribes is observed in the Tax Court. A 
party receives no tentative or intermediate 
opinion, written by the judge who heard the 
case, to which he may file exceptions and 
seek review by the court. He receives only 
the court’s final opinion, from which his sole 
recourse is to the Circuit Courts of Appeals. 
It is true that he may file, as part of his 
brief in the Tax Court, proposed findings of 
fact and conclusions of law. But the import 
of Section 8 (b) seems clear that a party is 
to be allowed to file proposed findings prior 
to the “recommended, initial, or tentative 
decision” and exceptions to such decision 
upon agency review—not merely proposed 
findings to a final agency decision. The At- 
torney General’s interpretation of this phase 
of the act seems correct. He said, in his 
letter to Senator McCarran:” 

“Section 8 (b): Prior to each recom- 
mended, initial, or tentative decision, parties 
shall have a timely opportunity to submit 
proposed findings and conclusions, and prior 
to each decision upon agency review of 
either the decision of subordinate officers or 
of the agency’s tentative decision, to sub- 
mit exceptions to the initial, recommended, 
or tentative decision, as the case may be.” 


If the Tax Court followed these proced- 
ures, a party would have an opportunity tc 
see, and file exceptions to, the report of the 
hearing judge. That report would be in the 
nature of an initial or recommended opinion. 
He would then have an opportunity to file 
proposed findings before the court issued its 
final opinion. 


The courts have not yet passed upon the 
adequacy of Tax Court procedures under 
the Administrative Procedure Act. In Mac- 


29 Ibid. 
% Legislative History, p. 229. 





Donald v. Commissioner [CCH Dec. 15,537 
(M)], 5 TCM 1098, a family partnership 
case, the taxpayer filed a motion™ asking 
the Tax Court to vacate its findings, opinion 
and decision, on the ground that the tax- 
payer had no opportunity prior to the deci- 
sion to file exceptions or objections as 
required by Section 8 of the Administrative 
Procedure Act. The Tax Court denied the 
motion and the taxpayer appealed to the 
Sixth Circuit Court of Appeals, urging as 
one ground for reversal the Tax Court’s 
failure to follow proper procedures under 
the Administrative Procedure Act.” The 
Circuit Court, on December 11, 1947, af- 
firmed the Tax Court without opinion [48-1 
ustc { 9110], ignoring the argument based 
on the act. 


The reason for the Sixth Circuit’s “silent 
treatment” of the Administrative Procedure 
Act argument in the MacDonald case is far 
from clear, particularly in view of its earlier 
pronouncements that it regarded the Tax 
Court as subject to the act.™ In any case, it 
seems certain that taxpayers will continue 
to present the issue to the various Circuit 
Courts, and perhaps to the Supreme Court, 
until a definitive ruling is obtained. 


Judicial Review 


The Supreme Court, in Dobson v. Commis- 
sioner, directed appellate courts not to upset 
Tax Court decisions which had a “warrant 
in the record” or a “rational basis for the 
conclusions” reached. Tax Court decisions 
on “mixed questions” of law and fact were 
to stand. Only if the appellate court could 
separate the elements of a decision to iden- 
tify a “clear-cut mistake of law,” might it 
reverse the Tax Court. 


While perhaps the Dobson case was in- 
tended originally merely to insure that Tax 
Court decisions be accorded the same final- 
ity on review as decisions of other agencies, 
application of the Dobson rule, in some cases 
at least, appears to have gone considerably 
beyond this initial objective.“ The permis- 





31 See [CCH Dec. 15,563(M)] 6 TCM —. 

2 Section 10 (e) of the act provides that the 
reviewing court shall ‘‘hold unlawful and set 
aside agency action, findings, and conclusions 
found to be. . Without observance of pro- 
cedure required by law.’’ 

33 Lincoln Electric Company v. Commissioner, 
supra; Dawson v. Commissioner, supra. 

* For the extent to which the principle has 
been carried, see, for example, two Second 
Circuit cases: Kirschenbaum v. Commissioner 
[46-1 ustc 9 9231], 155 F. (2d) 23, cert. denied 
329 U. S. 726; Brooklyn National Corporation v. 
Commissioner [46-2 ustc § 9309], 157 F. (2d) 450, 
cert. denied 329 U. S. 733. 
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sible area of review under Dobson is at pres- 
ent certainly narrow, but otherwise uncertain.” 

Section 10 (e) of the Administrative Pro- 
cedure Act provides that the reviewing court 
shall set aside agency action, findings and 
conclusions “unsupported by substantial evi- 
dence.” It also provides that “in making the 
foregoing determinations the court shall re- 
view the whole record or such portions 
thereof as may be cited by any party.”™ 

It may be that in some cases application 
of these provisions would not cause a court 
to reach a different result from what it would 
reach without them.” It does seem, how- 
ever, that the act has to a considerable de- 
gree broadened the area of review prescribed 
by the Dobson case and those which followed 
it. For example, whereas the act directs the 
reviewing court to determine whether there 
is substantial evidence on the whole record 
to support the agency’s findings, the Su- 
preme Court, in Commissioner v. Scottish- 
American Investment Company, Ltd. [44-2 
ustc J 9530], 323 U. S. 119, 124, seemed to 
say that the reviewing court’s function is 
exhausted when it finds that there is “any 
substantial basis in evidence” anywhere in 
the record to support the Tax Court’s con- 
clusions. Therefore, it appears that the 
Sixth Circuit correctly indicated in the Lin- 
coln Electric case that within a certain area 
application of the review provisions of the 
Administrative Procedure Act would change 
the result which a reviewing court would 
otherwise reach. The precise breadth of this 
area, of course, will have to await future 
decisions. 





35 See digests of Dobson decisions at 484 CCH 
1744.25 et seq. 

3%H, Rept., Legislative History, p. 279, ex- 
plains these provisions as follows: ‘* ‘Substan- 
tial evidence’ means evidence which on the 
whole record is clearly substantial, plainly suf- 
ficient to support a finding or conclusion... 
and material to the issues. . . Although the 
agency must do so in the first instance, under 
this bill it will be the duty of the courts to 
determine in the final analysis and in the exer- 
cise of their independent judgment whether on 
the whole of the proofs brought to their 
attention the evidence in a given instance is 
sufficiently substantial to support a finding, con- 
clusion or other agency action or inaction.”’ 

31 See Dawson v. Commissioner, supra; Law- 
ton v. Commissioner [47-2 ustc { 9392], CCA-6, 
November 24, 1947; Credit Bureau of Greater 
New York, Inc. v. Commissioner [47-2 ustc 
{| 9303], 162 F. (2d) 7 (CCA-2). 

33 “‘The judicial eye must not in the first in- 
stance rove about searching for evidence to sup- 
port other conflicting inferences and conclusions 
which the judges or the litigants may consider 
more reasonable or desirable. It must cast 
directly and primarily upon the evidence in sup- 
port of those made by the Tax Court." (Italics 
supplied.) 
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the the stock by inexperienced women upon the aff'g [CCH Dec. 15,875(M)] 6 TCM 657. 


suf- death of the principal stockholder and man- Invalid Stock Transfers. Stock transfers 
ager, and to make the remaining stock more 


ma that are incomplete are not gifts because of 
salable. Marjorie N. Dean [CCH Dec. 16,206], the restrictions imposed by the donors upon 
10 TC —, No. 4. the stock, with the result that the stock 
Celuiess Detail. ta-en action tor trande and its dividends continue to belong to the 
lent evasion of income, the burden of proof donors for tax purposes. Anderson v. Com- 
is on the government to establish the crim- "S!0er [48-1 ustc 19109], CCA-7, De- 
inal fraud. If the government fails in its cember 17, 1947. 


purpose, the taxpayer is exonerated. U. > Aliens Pesmeste Under Sesnrtion 
v. Jack Berman [47-2 ustc { 9396], DC Ga. Remon A psa payments wales a 

Invalid Government Tax Lien. Wage  ourt decree by a husband to his divorced 
claims have a right to a lien prior to that of wife may be deductible. Prior payments to 
the government for taxes on a bankrupt’s her in accordance with an earlier separation 
property not in possession of the govern- agreement are not, even though under state 
ment. Division of Labor Law Enforcement law a separation agreement is equivalent to 
v. Kessco Corporation [48-1 ustc $9106], a judicial decree. Abraham L. Berman [CCH 
CCA-9, December 9, 1947. Dec. 16,191(M)], TC memo. op. 


Stockholder Partnership. The income of Divorce and Community Property. A di- 
a corporation does not become enhanced by vorce decree, not the earlier anticipatory 
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property settlement agreement, dissolves the 
community, with the consequence that the 
spouses’ community income up to the date 
of the divorce decree is divisible between 
them. William E. Grace [CCH Dec. 16,203], 
10 TC —, No. 1. 


Private Foundations. A private founda- 
tion loses its tax-exempt status as a char- 
itable institution if a substantial portion of 
its income is used for the support of the 
creator of the foundation and his brother. 
Davenport Foundation [CCH Dec. 16,197(M)], 


TC memo. op. 


Mutual Insurance Companies. Mutual in- 
surance companies with gross incomes of 
less than $75,000 are entitled to tax exemp- 
tion, even though their policies are nonas- 


sessable. G. C. M. 25497. 


Bad Debt Deductions. Bad debts become 
deductible in the year when they become 
factually worthless. The year of the debtor’s 
voluntary bankruptcy is not determinative 
of that fact. Sherrill v. Paschal [48-1 ustc 
7 9128], CCA-8, January 8, 1948; aff’g [47-1 
ustc § 9176] 70 F. Supp. 770 (DC Ark.). 


Adjustment for Current Tax Payment 
Act. A tax deficiency notice for 1943, timely 
sent, does not preclude the Treasury from 
making a 1942 adjustment under the Cur- 
rent Tax Payment Act although for other 
purposes that year is closed to the Treasury 
and the taxpayer. Lawrence W. Carpenter 


[CCH Dec. 16,210], 10 TC —, No. 9. 


Income Attributable to Earlier Years and 
Current Tax Payment Act of 1943. Under 
Code Section 107, when income is allocated 
to the preceding thirty-six months, the for- 
giveness feature of the Current Tax Pay- 
ment Act of 1943 may be applied in 
computing the limitation upon the amount of 
tax attributable to income received in 1944 
or later years, even though all or a part of 
such income was earned in 1942 and/or 
1943. Letter dated January 14, 1948, and 
signed George J. Schoeneman. 


Sale of Partnership Interest. Profit from 
the sale of a partnership interest, held more 
than six months, is a long-term capital gain. 
Changes in the personnel of the partnership 
do not alter the holding period of the under- 
lying assets in’ determining whether those 
assets are long or short term. Allan S. Leh- 
man [48-1 ustc J 9121], CCA-2, January 5, 
1948; aff’g [CCH Dec. 15,457] 7 TC 1088. 


Undistributed Profits Tax. A corporation 
prohibited because of a capital deficit from 
distributing dividends under the law of the 


state where it is doing business, as in New 
York State, though the state of its incorpo- 
ration permits it, is allowed an undistrib- 
uted profits credit when it did not pay 
dividends out of its net income. /nternational 
Ticket Scale Corporation [48-1 ustc J 9124], 
CCA-2, January 7, 1948; rev’g DC N. Y. 


Agricultural Labor. Commercial employ- 
ees in the processing of fruits and vegetables 
are not agricultural workers, and therefore 
are subject to Social Security and unem- 
ployment taxes. Mim. Coll. No. 6219. 


Preparatory Farming Expenses. Farmers 
who were for the first time developing a 
farm or were engaged in a new project in 
1946, and who had expensed such items in 
the past, are allowed preparatory expendi- 
tures as expense deductions in the 1946 cal- 
endar year. In all cases, 1947 preparatory 
expenditures must be capitalized and not 
deducted in full in 1947. Supplement 1 to 
Coll. No. 6030. 


Reallocation of Income to Earlier Years. 
If a taxpayer receives more than eighty per 
cent of his compensation for his artistic 
work in one taxable year, he may reallocate 
this income to earlier years provided only 
that the work required thirty-six months or 
more for completion and that it was directly 
concerned with the project. Jean de Marco 
[CCH Dec. 16,188], 9 TC —, No. 154. 


Trustee’s Surcharge Not Deductible. The 
surcharge paid by a trustee in a compromise 
settlement of trust accounts, and the costs 
in an unsuccessful attempt to collect com- 
missions, are not deductible as nonbusiness 
expenses. Commissioner v. Heide [48-1 ustc 
{| 9122], CCA-2, January 2, 1948; rev’g [CCH 
Dec. 15,602] 8 TC 314. 


Nonbusiness Expense. Insurance and stor- 
age charges for a commodity held for spec- 
ulation by one who is not a trader or dealer 
are deductible as a nonbusiness expense de- 
spite the absence of investment income. 
Higgins v. U. S. [48-1 ustc § 9120], Ct. Cls., 
January 5, 1948. 


Floor Stock Taxes. A meat-packing com- 
pany suing to recover floor stock taxes im- 
posed by the unconstitutional Agricultural 
Adjustment Act fails to prove that it ab- 
sorbed this tax by showing merely that the 
market value of pork products at the time 
of the assertion of the tax was higher than 
the price realized for the product. As a con- 
sequence, it is not entitled to a refund. Ber- 
nard G. Brennan Company v. U. S. [48-1 ustc 
7 9112], CCA-7, December 18, 1947; aff’g 
DC Hi. 
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Processing Tax. A nonprofit cooperative 
marketing association may recover the proc- 
essing tax paid under the unconstitutional 
Agricultural Adjustment Act when it acts 
as trustee for its constituent members and 
is not the purchaser of their products. The 
Supreme Court’s denial of certiorari on Jan- 
uary 5, 1948, in Commissioner v. California 
& Hawaiian Sugar Refining Corporation, Ltd., 
has the effect of sustaining the Ninth Cir- 
cuit’s decision [47-2 ustc § 9361], 163 F. 
(2d) 531, reversing and remanding the case 
to the Tax Court. 


Nontaxable Profits from Insurance Pro- 
ceeds. Where fire insurance proceeds are 
used to acquire the stock of another corpo- 
ration owning property similar to that de- 
stroyed by fire, gain therefrom is not taxable. 
Kimbell-Diamond Milling Company [CCH 
Dec. 16,204], 10 TC —, No. 2. 


Dependent of Divorced Father. A divorced 
husband may claim his child as a dependent 
even though the amount prescribed in the 
divorce decree is in reality set aside for the 
child’s educational fund. I. T. 3883. 


Deductible Gambling Losses. Gambling 
losses may be deducted, but only when the 
amount of the gambling gains and losses 
and the method of their computation are 
approved by the Commissioner of Internal 
Revenue. Robert L. Carnahan [CCH Dec. 
16,194], 9 TC —, No. 157. 


Percentage Depletion. British income tax 
paid by a taxpayer is a proper deduction 
from net income to arrive at the limitation 
on percentage depletion of mineral property. 


Kern Oil Company, Ltd. [CCH Dec. 16,193], 
9 TC—, No. 156. 


Realty Selling Expenses. Expenses in- 
curred in an unsuccessful attempt to sell 
timberland are currently deductible expenses 
and are not to be capitalized as part of 
the cost of the land. Warner Mountains 
Lumber Company [CCH Dec. 16,186], 9 TC 
—, No. 152. 


Profit-Sharing Plan. Ultimate disapproval 
by the Salary Stabilization Unit of the 
United States Treasury of increased exec- 
utive salaries does not of itself demonstrate 
absence of good faith in the establishment 
of a profit-sharing plan originally acceptable 
to it. Consequently, the abandonment of the 
plan by the taxpayer after one year of oper- 
ations is no cause for denying the taxpayer 
a deduction for contributions to it. Blume 
Knitwear, Inc. [CCH Dec. 16,187], 9 TC —, 
No. 153. 
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Pension Plans. If an employees’ pension 
plan qualifies under Section 165, cash basis 
employee-beneficiaries are taxable only on 
the distributions made to them in the year 
of receipt, even though they were beyond 
the retirement age when the company pur- 
chased single-premium annuities for their 


benefit. Minto L. Oliver [CCH Dec. 16,216], 
10 TC —, No. 14. 


Incomplete Gifts of Stock. Where gifts of 
stock are incomplete for federal tax pur- 
poses, though valid according to state law, 
dividends thereon are taxable to the donors. 
Anderson v. Commissioner, supra. 


Oil Royalties. Profits from the sale of oil 
royalties are capital gains subject to bargain 
tax rates if they are held as an investment 
and not as inventory for sale to customers 
in the ordinary course of business. Foran v. 
Commissioner [48-1 ustc § 9144], CCA-5, 
January 20, 1948. 


Nontaxable Gain on Sale of Stock. The 
Tax Court rules that an employee-owned 
corporation is not dealing in its own shares 
as it might deal in the shares of another 
corporation, and is thus not taxable on the 
gain from the sale of Treasury stock where 
it is obligated to repurchase the shares at 
book value upon the death, resignation or 
retirement of an employee-stockholder. Bat- 
ten, Barton, Durstine & Osborn, Inc. [CCH 
Dec. 16,024], 9 TC 448 (NA). 


New Jersey Corporate Business Tax. The 
New Jersey business tax accrues on Janu- 
ary 1, if the corporation is or was engaged 
in business on that date. I. T. 3887. 


Investment in Another’s Railroad. The 
cost of construction of a spur track paid by ~ 
a mine operator is not deductible as a busi- 
ness expense, but is a capital investment, 
even though title thereto is vested in the 
railroad. G. C. M. 25503. 


Valid Family Partnership. Where the facts 
warrant it, the Circuit Courts have the au- 
thority to reverse the Tax Court and hold 
that a husband-wife partnership is valid for 
tax purposes if the facts support the con- 
tention that the wife contributed capital of 
her own origin and performed essential serv- 
ice. Weizer v. Commissioner [48-1 ustc J 9155], 
CCA-6, January 26, 1948; rev’g [CCH Dec. 
15,710(M)], 6 TCM —. 


Sale of Mailing Lists. The sale of mailing 
lists at a profit yields fully taxable income, 
and is not subject to depreciation in the 
absence of proof that it had an ascertainable 


useful life. Pohlen v. Commissioner [48-1 
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ustc J 91481. CCA-5, January 23, 1948; aff’g 
[CCH Dec. 15,659(M)] 6 TCM 229. 


Income to Dissolved Corporation. The 
earnings of a corporation until dissolution 
date are taxable to it. As a consequence, its 
successors are not chargeable with its ac- 
crued income tax if the corporation could 
not be dissolved until approval was procured 
by a utility commission. Vallejo Bus Com- 
pany [CCH Dec. 16,220], 10 TC —, No. 17. 


Cabaret Tax. Customers in separate bar 
rooms adjoining the entertainment room are 
not subject to the cabaret tax. Sir Francis 
Drake Hotel of California [48-1 ustc J 9105], 
DC Calif., December 1, 1947. 


Taxable Liquidation of Subsidiary. In a 
taxable, in contrast to a tax-free, liquidation 
of a subsidiary, the parent company’s tax 
values for the assets acquired are governed 
by their fair market value at the time of 
liquidation for purposes of depreciation and 
resale, and not by the predecessor’s tax val- 
ues for them. Texas-Empire Pipe Line Com- 
pany [CCH Dec. 16,222], 10 TC —, No. 19. 


Excessive Rentals May Be Dividends. 
Rentals paid by a corporation to its majority 
stockholder may be considered by the Treasury 
a dividend to the extent of the excess. As 
a consequence, the latter portion is not de- 
ductible as rent paid. Limericks, Inc. v. Com- 
missioner [48-1 ustc J 9146], CCA-5, January 
23, 1948; aff’'g [CCH Dec. 15,466] 7 TC 
1129. 


Nonresident Alien Income. A taxpayer 
must withhold tax on payments of interest 
to a nonresident alien though payment is 
made from foreign funds, because they were 
incurred on an obligation of a domestic cor- 
poration from business sources within the 
United States. 4A. C. Monk & Company 
[CCH Dec. 16,213], 10 TC --, No. 11. 


Lump-Sum Payments Not Royalty In- 
come. A lump-sum payment for an exclu- 
sive perpetual license represents purchase 
price, not a deductible royalty payment, 
though title to the copyright did not pass 
to the licensee. Seattle Brewing & Malting 
Company v. Commissioner, CCA-9, January 
9, 1948; Rainier Brewing Company, CCA-9, 
January 9, 1948. 


Deductibility of Reimbursements to Ex- 
ecutives. Where a corporate executive 
incurs an expenditure for which he is reim- 
bursed by his corporation, it is deductible 
by the corporation as an ordinary and nec- 
essary business expense if it was made to 
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protect and promote the corporation’s busi- 
ness. Catholic News Publishing Company 
[CCH Dec. 16,212], 10 TC —,:No. 10. 


Abnormal Deductions (Section 711). The 
cost of replacing transformers with “breathers” 
to prevent water from entering transformer- 
containers may be restored to base period 
(1936-1939) earnings to arrive at an earn- 
ings credit for excess profits tax determina- 
tion when the abnormality is not a consequence 
of an increase in gross income of the tax- 
payer in its base period, and is not a conse- 
quence of a change at any time in the type, 
manner of operation, size or condition of 
the taxpayer’s business. Moloney Electric 
Company [CCH Dec. Dec. 16,201(M)], TC 


memo. Op. 


A loss deduction from the sale of gov- 
ernment-rejected meat in the base period 
(1936-1937) is not abnormal as to class be- 
cause the taxpayer had had non-government 
rejections. Therefore, it is not restorable to 
income to compute an earnings credit for 
excess profits tax purposes. Tovrea Land 
and Cattle Company v. Commissioner [CCH 
Dec. 16,215], 10 TC —, No. 13. 


Abnormal Base Period Deduction (Sec- 
tion 711). A loss sustained in the develop- 
ment of a new product in the base period is 
not restorable to base period (1936-1939) 
income to arrive at an earnings credit for 
excess profits taxes if such loss is a conse- 
quence of a change in the taxpayer’s busi- 
ness. E. B. & A. C. Whiting Company, supra. 


Abnormal Income (Section 721). Pay- 
ment by a lessee to a taxpayer for the right 
to cancel a sublease is not abnormal income 
in an excess profits tax year attributable to 
earlier years for purposes of Section 721 tax 
relief. —The income was not ascribable to 
prior years, and this tax relief applies only 
to situations in which the taxpayer is the 
primary lessor. Swoby Corporation [CCH 
Dec. 16,219], 10 TC —, No. 16. 


Contracts Not Notes for Invested Capital 
Credit. Contracts for the erection of mining 
machinery and plant, with title thereto re- 
tained by the vendor until payment of the 
purchase price based upon the amcunt of 
ore processed, are not promissory notes or 
mortgages for the purpose of arriving at 
borrowed capital to compute a taxpayer’s in- 
vested capital credit. Consolidated Goldacres 
Company v. Commissioner [48-1 ustc § 5917], 
CCA-10, December 12, 1947. 
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Tax Classics e e by Robert S. Holzman 


ESPITE such modern innovations as 

withholding tax and technological un- 
employment, March still means “income 
tax” to x million denizens of this country. 
‘Taxes might appear to have been a part of 
one’s life since the veriest beginning; cer- 
tainly it has been well reported “that there 
went out a decree from Caesar Augustus, 
that all the world should be taxed.” ? 


The United States, however, did not have 
an income tax until the Civil War; the con- 
stitutionality of these emergency measures 
was upheld long after the statutes them- 
selves had lapsed.* But it always must be 
kept in mind that taxes which are tolerable 
during wartime may be less acceptable in 
peace; and our next income tax law, under 
the Act of Congress of August 15, 1894, 
was very promptly challenged. 

Charles Pollock owned ten shares of stock 
of the Farmers’ Loan and Trust Company 
of New York, and it irked him to learn that 
the corporation intended to pay the new and 
untried income tax without a struggle. He 
filed a bill in equity to prevent the trust 
company from voluntarily paying a tax on 
earnings which included income from real 
estate and from municipal bonds; and he 
likewise sought to enjoin the corporation 
from paying a tax on all incomes in excess 
of the $4,000 exemption level, in behalf of 
persons for whom the company was acting 
in a fiduciary capacity. Ultimately the mat- 
ter reached the United States Supreme 
Court.’ 


Mr. Chief Justice Fuller rendered the ma- 
jority opinion. “The constitution,” he de- 
clared, “provides that representatives and 
direct taxes shall be apportioned among the 
several states according to numbers, and 


' Luke 2:1. 

2 Pacific Insurance Company v. Soule, 74 U. S. 
433 (1869); Springer v. U. 8., 102 U. S. 586 
(1881). : 


3 Pollock v. Farmers’ Loan and Trust Com- 
pany, 157 U. S. 429 (1895); on rehearing 158 
U. S. 601 (1895). 
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that no direct tax shall be laid except ac- 
cording to the enumeration provided for; 
and also that all duties, imposts, and excises 
shall be uniform throughout the United 
States. 


“The men who framed and adopted that 
instrument had just emerged from the strug- 
gle for independence whose rallying cry had 
been that ‘taxation and representation go 
together’. 


. . . [If], as the constitution now reads, 
no unapportioned tax can be imposed upon 
real estate, can Congress without apportion- 
ment nevertheless impose taxes upon such 
real estate under the guise of an annual tax 
upon its rents or income? 


“As, according to the feudal law, the 
whole beneficial interest in the land consist- 
ed in the right to take the rents and profits, 
the general rule has always been, in the 
language of Coke, that ‘if a man seised of 
land in fee by his deed granteth to another 
the profits of those lands, to have and to 
hold to him and his heirs the whole 
land itself doth pass. For what is the land 
but the profits thereof?’ 


“ 


The requirement of the constitu- 
tion is that no direct tax shall be laid other- 
wise than by apportionment. The prohibi- 
tion is not against direct taxes on land, from 
which the implication is sought to be drawn 
that indirect taxes on land would be consti- 
tutional, but it is against all direct taxes; 
and it is admitted that a tax on real estate 
is a direct tax. Unless, therefore, a tax upon 
rents or income issuing out of lands is in- 
trinsically so different from a tax on the 
land itself that it belongs to a wholly differ- 
ent class of taxes, such taxes must be re- 
garded as falling within the same category 
as a tax On real estate co nomine. The name 
of the tax is unimportant. The real question 
is, is there any basis upon which to rest the 
contention that real estate belongs to one 
of the two great classes of taxes, and the 
rent or income which is the incident of its 
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ownership belongs to the other? We are 
unable to perceive any ground for the al- 
leged distinction. An annual tax upon the 
annual value or annual user of real estate 
appears to us the same in substance as an 
annual tax on the real estate, which would 
be paid out of the rent or income. This law 
taxes the income received from land and 
the growth or produce of the land. Mr. Jus- 
tice Paterson observed in Hylton’s case, ‘land, 
independently of its produce, is of no value’, 
and certainly had no thought that direct 
taxes were confined to unproductive land. 


“Tf it be true that by varying the form the 
substance may be changed, it is not easy to 
see that anything would remain of the limi- 
tations of the constitution, or of the rule of 
taxation and representation, so carefully rec- 
ognized and guarded in favor of the citizens 
of each state. But constitutional provisions 
cannot be thus evaded. It is the substance, 
and not the form, which controls, as has in- 
deed been established by repeated decisions 
of this court. 


“(The] acceptance of the rule of appor- 
tionment was one of the compromises which 
made the adoption of the constitution pos- 
sible, and secured the creation of that dual 
form of government, so elastic and so strong, 
which has thus far survived in unabated 
vigor. If, by calling a tax fndirect when it 
is essentially direct, the rule of protection 
could be frittered away, one of the great 
landmarks defining the boundary between 
the nation and the states of which it is com- 
posed, would have disappeared, and with it 
one of the bulwarks of private rights and 
private property. 


“We are of the opinion that the law in 
question. so far as it levies a tax on the 
rents or income of real estate, is in violation 
of the Constitution and is invalid. 


“Another question is directly presented by 
the record as to the validity of the tax levied 
by the act upon the income derived from 
municipal bonds. As the states cannot 
tax the powers, the operations, or the prop- 
erty of the United States, nor the means 
which they employ to carry their powers 
into execution, so it has been held that the 
United States have no power under the con- 
stitution to tax either the instrumentalities 
or the property of a state.” 


HE ancient Mr. Justice Fieid, who had 
been appointed to the bench by Lincoln 
thirty-two years previously, chimed in: 
“The income tax law under consideration is 
marked by discriminating features which af- 
fect the whole law. It discriminates between 
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those who receive an income of $4,000 and 
those who do not. It thus vitiates, in my 
judgment, by this arbitrary discrimination, 
the whole legislation. The legislation, 
in the discrimination it makes, is class legis- 
lation. Whenever a distinction is made in 
the burdens a law imposes or in the benefits 
it confers on any citizens by reason of their 
birth, or wealth, or religion, it is class legis- 
lation, and leads inevitably to oppression and 
abuses, and to general unrest and disturb- 
ance in society. It was hoped and believed 
that the great amendments to the constitu- 
tion which followed the late Civil War had 
rendered such legislation impossible for all 
future time. But the objectionable legisla- 
tion reappears in the act under considera- 
tion. It is the same in essential character as 
that of the English income statute of 1691, 
which taxed Protestants at a certain rate, 
Catholics, as a class, at double the rate of 
Protestants, and Jews at another and sepa- 
Tate rate. . . « 


“Here I close my opinion. I could not 
say less in view of questions of such gravity 
that go down to the very foundation of the 
government, If the provisions of the con- 
stitution can be set aside by an act of con- 
gress, where is the course of usurpation to 
end? The present assault upon capital is 
but the beginning. It will be but the step- 
ping-stone to others, larger and more sweep- 
ing, till our political contests will become 
a war of the poor against the rich,—a war 
constantly growing in intensity and bitter- 
ness. If the purely arbitrary limitation 
of four thousand dollars in the present law 
can be sustained, none having less than that 
amount of income being assessed or taxed 
for the support of the government, the limi- 
tation of future congresses may be fixed at a 
much larger sum, at five or ten or twenty 
thousand dollars, parties possessing an in- 
come of that amount alone being bound to 
bear the burdens of government; or the limi- 
tation may be designated at such an amount 
as a board of ‘walking delegates’ may deem 
necessary.” 


The taxing act as a whole was held to be 
unconstitutional, as so much of it was in- 
valid that the whole, “constituting one entire 
scheme of taxation,” was necessarily viola- 
tive of the Constitution. Since the act was 
invalid, the Court ordered the desired in- 
junction to prevent the trust company from 
paying an unconstitutional tax; and for a 
brief instant, Charles Pollock was remem- 
bered amidst lavish reference to luminaries 
such as Hamilton and Madison, Franklin 
and Pitt, Turgot and Adam Smith. 
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{ACH of the four dissenting justices filed 
a lengthy opinion of his own. Mr. Jus- 
tice Harlan questioned whether, under the 
present decision, the federal victory in the 
Civil War had not been unconstitutional: 
“The recent Civil War, involving the very 
existence of the nation, was brought to a 
successful end, and the authority of the Un- 
ion restored, in part, by the use of vast 
amounts of money raised under the statutes 
imposing duties on incomes derived from 
every kind of property, real and personal, 
not by the unequal rule of apportionment 
among the states on the basis of numbers, 
but by the rule of uniformity, operating upon 
individuals and corporations in all the states. 
And we are now asked to declare and 
the judgment of this day rendered in ef- 
fect declares that the enormous sums 
thus taken away from the people, and so 
used, were taken in violation of the supreme 
law of the land. It was said in argu- 
ment that the passage of the statute impos- 
ing the income tax was an assault by the 
poor upon the rich, and by much eloquent 
speech this court has been urged to stand 
in the breach for the protection of the just 
rights of property against the advancing 
hosts of socialism. . . . But it is not of that 
character. There is no foundation for the 
charge that this statute was framed in sheer 
hostility to the wealth of the country. 
There is nothing in the nature of an income 
tax per se that justifies judicial opposition to 
it upon the ground that it illegally discrim- 
nates against the rich, or imposes undue bur- 
dens upon that class. There is no tax which, 
in its essence, is more just and equitable 
than in income tax, if the statute imposing 
it allows only such exemptions as are de- 
manded by public considerations, and are 
consistent with the recognized principles 
of the equality of all persons before the 
law, and, while providing for its collection 
in ways that do not unnecessarily irritate 
and annoy the taxpayer, reaches the earn- 
ings of the entire property of the country, 
except governmental property and agencies, 
and compels those, whether individuals or 
corporations, who receive such earnings, 
to contribute therefrom a reasonable [sic] 
amount for the support of the common 
government of all.” 


Mr. Justice Brown’s dissent was based 
upon the grounds of practicality: “I regard 
it as very clear that the clause requiring 
direct taxes to be apportioned to the popu- 
lation has no application to taxes which 
are not capable of apportionment according 
to population.” The dissent of Mr. Justice 


Tax Classics 


Jackson * stressed the fact that proper taxes 
“should be imposed upon those having most 
ability to bear them.” Mr. Justice White’s 
spirited dissent referred to “the most fla- 
grantly unjust, unequal, and wrongful 
system of taxation known to any civilized 
government. [The] grievous results 
sure to follow from any attempt to adopt 
such a system are so obvious that my mind 
cannot fail to see that if a tax on invested 
personal property were imposed by the rule 
of population, and there were no other 
means of preventing its enforcement, the 
red specter of revolution would shake our 
institutions to their foundations.” 


HE OPINIONS of the justices re- 

quired an even 200 pages in the printed 
reporter. ‘No case of recent times,’ said 
a contemporary article, “has occasioned so 
much discussion and notoriety.”*® A present- 
day account describes how the dissenting 
Harlan pounded his desk, glared belliger- 
ently at the opposition, and shook his finger 
accusingly in the face of the Chief Justice.° 


But the voice of the people was still to 
be heard; if a constitutional amendment was 


_necessary to support an income tax, that 


could be arranged. On February 25, 1913, 
the Secretary of State certified the Six- 
teenth Amendment as part of the Consti- 
tution. This permitted, but did not authorize, 


an income tax other than by population; 
the Tariff Act of October 3, 1913, was the 
first income tax law under the new authori- 
zation. 


There was still no unanimity of accept- 
ance. “He has a mean spirit who objects 
to an income tax,” observed the New York 
Evening Mail early in 1913. But the St. Louis 
Globe-Democrat declared, “This is the most 
objectionable of all forms of tax.” The 
Boston Herald feared that “the radical ele- 
ments of the political community will re- 
peat the experience of Turkey and Russia 
in taxing the life out of thrift and indus- 
try.” The New York Herald found that the 
tax was “wrong in principle and un-Ameri- 
can in spirit,” and quoted a banker’s opinion 
that “the Government, instead of taxing 
incomes, ought to pay premiums to men 
for achieving financial success.” The Phila- 
delphia Public Ledger commented, “Income 


(Continued on page 278.) 


4 Not that Mr. Justice Jackson. 


5 Francis R. Jones, “Pollock v. Farmers’ Loan 
and Trust Company,’ Harvard Law Review, 
October, 1895, p. 198. 


6 Nathaniel Phillips, ‘‘Historic Supreme Court 
Battles,’”’ The American Mercury, January, 
1948, p. 98. 
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by Lewis Gluick, C. P.A. 


Talking Shop 


ihe FOLLOWING comes from I. J. 


Samuels, a Los Angeles lawyer: 


“In the following I am giving you answers 
to the tax question no. 10 of the law exam- 
ination in the last Institute CPA examina- 
tion held in November, 1947. 


“*Question: 10 (a) Define the term “ad- 
justed basis.” 


““(b) What is meant by a “substituted 
basis”? Illustrate. 


“*(c) X had 100 shares of stock which 
cost him $10,000 in 1943. On July 15, 1945, 
he made a gift of the 100 shares to Y. The 
market value was then $15,000. Later Y 
sold the stock for $20,000. What was Y’s 
basis to compute his taxable gain? What 
was Y’s gain? 

““(d) In 1945 a taxpayer’s net income, 
without considering gain or loss from cap- 
ital assets transactions, was $10,000. During 
the year he sustained a net loss of $4,000 
from the sale of capital assets held for five 
months. What was the taxpayer’s net tax- 
able income in 1945? 


“*(e) In 1946 the same taxpayer had 
similar net income, without considering gain 
or loss from capital asset transactions. His 
capital asset transactions, involving assets 
held for three months, resulted in a net 
gain of $1,500. What is the taxpayer’s net 
taxable income in 1946, and what is the 
capital loss carry-over to 1947, if any?’ 


“Answer: (a) ‘Adjusted basis’ is that 
value given to property by the tax law and 
regulations thereunder to determine gain 
or loss from the sale or other disposition 
of the property. It is the original unad- 
justed basis to the taxpayer plus certain 
adjustments, such as improvements, better- 
ments, additions, depreciation, depletion, 
obsolescence, amortization, as well as sale, 
destruction or abandonment or other dis- 
position of part of the asset disposed of. 
‘Unadjusted basis’ is the value of the prop- 
erty when originally acquired by the tax- 


payer, and may be his cost, March 1, 1913 
value, the last inventory value, fair market 
value, cost or other basis to a fiduciary, 
and others (Regulations 29.113 (a) 1-1 to 
29.113 (c)-1) or a substituted basis or fair 
market value at death of a deceased, etc. 
The basis to be used depends primarily 
on when the property was acquired and 
how it was acquired. (Regulations 29.113 
(a)-1 to 29.114-1.) 


“(b) ‘Substituted basis’ is that value given 
to property for computation of gain or loss 
from its sale or other disposition by ‘substi- 
tuting’ the basis of a prior possessor or of 
other prior property, and applies only to 
property acquired after February 28, 1913 
and only in certain cases. Adjustments 
described in (a) are required to such basis 
for the period the prior possessor and the 
taxpayer held the property. (Code Section 
113 (b) (2), Regulations 29.113 (b) (2).) 
Here are a few cases where substituted bases 
are applied: property acquired by (1) gift 
after December 31, 1920; (2) tax-free ex- 
change; (3) involuntary conversion of other 
property; (4) wash sales (stock or securi- 
ties); (5) distribution in kind to partner; 
(6) transfer to controlled corporation. 


“An example is as follows: 


“A, who makes his return upon the cal- 
endar year basis, in 1927 purchased the X 
Building and subsequently gave it to his 
son B. B exchanged the X Building for 
Y Building in a tax-free exchange, and then 
gave the Y Building to his wife C. C, in 
determining the gain from the sale or other 
disposition of the Y Building in 1943, is 
required to reduce the basis of the building 
by deductions for depreciation, which were 
successively allowed (but not less than the 
amount allowable) to A and B upon the 
X Building and to B on the Y Building, 
in addition to the deductions for depreciation 
allowed (but not less than the amount allow- 
able) to herself during her own ownership 
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of the Y Building. The basis for deprecia- 
tion is the basis in the hands of X, which 
is the basis for C. 


“(c) 1. For the purpose of determining 
gain on sale or other disposition of prop- 
erty acquired by gift after December 31, 
1920, the basis is the same as in the hands 
of the donor or the last preceding owner 
by whom it was not acquired by gift. (Code 
Section 113 (a) (2), Regulations 29.113 (a) 
(2)-1 (b).) Y’s basis was the substituted 
basis of X. As X purchased the securities 
after February 28, 1913, and had no adjust- 
ments, his basis for determining gain or 
loss, or adjusted cost, was $10,000, which 
was Y’s basis. (Regulations 29.113 (b) (1)-1.) 


“2. The gain is the excess of the amount 


realized over the adjusted basis, $20,000 less 
$10,000 (ignoring commissions or other costs), 
or $10,000. (Regulations 111-1.) 


“A capital gain or loss results from the 
disposition of capital assets, which are those 
not consisting of inventory, stock in trade, 
held for sale in the ordinary court of tax- 
payer’s business, depreciable or real prop- 
erty used in trade or business, and certain 
federal, state and municipal and other gov- 
ernmental obligations issued on or after 
March 1, 1941, on a discount basis payable 
without interest at a fixed maturity date not 
exceeding one year from issue. (Code Sec- 
tion 117 (a) 1; Regulations 29.117-1.) 

“This was a long-term capital gain (as- 
suming Y was not a dealer). Gain or loss 
on disposition of a capital asset held for 
more than six months results in a long- 
term gain or loss and is taken in at only 
fifty per cent. If Y was not entitled to 
the use of the alternative method of taxing 
net long-term capital gains because they did 
not exceed net short-term capital losses by 
at least $18,000 (the point at which his tax 
would be lower if computed on the alter- 
native basis as required by Regulations 
29.117-3), his net capital gain was $10,000, 
but his net taxable capital gain was fifty 
per cent of this amount, or $5,000. 


“(d) Capital losses of a non-corporate 
taxpayer are limited to the extent of capital 
gains plus net income computed without re- 
gard to such gains or losses, or $1,000, 
whichever is smaller. (Regulations 29.117-2 
(b).) Computation is as follows: 


Ordinary net income, 1945 
Net short-term capital loss, $4,000, 
deductible to extent of capital 


gains plus $1,000, but not in excess 
of ordinary net income .... 


$10,000 


1,00 
. $ 9,000 


Net taxable income, 1945 


Talking Shop 


“(e) 1. Capital losses may be carried over 
for five subsequent years. The amount in 
each year may equal the amount of capital 
gains for that year plus $1,000, or the amount 
of ordinary net income, whichever is less. 
(Code Section 117 (e) (1); Regulations 
29.117-2 (c).) Computation is as follows: 


Ordinary net income, 1946 


Short-term capital gains, taxable 
1,500 


Less: 1945 capital loss carry-over 
Capital gains, 1946....... 1,500 
Capital loss carry-over.... 1,000 
Net taxable income, 1946 


“2. Net capital loss, 1945 
Charged against ordinary 
income, 1945 
Charged against 
1946 
Total used for 1945 and 1946. . 
Capital loss carry-over to 1947.. 


income, 


3,500 
$ 500 


Postscripts 


- Footnote to “News Values” on page 174 
of the February issue: Tony Cornero was 
shot by gangsters on February 9. It made 
front-page headlines even in so conservative 
a paper as the Long Beach Independent. 


Correction on page 175 of the February 
issue: It is Representative Knutson, not 
Senator. But does anybody want to give us 
odds that it won’t be Senator soon? 


This quirk reminds us of what happened 
in Cal Coolidge’s term, some time before 
the 1928 convention. In an interview with 
reporters he referred to Secretary (of Com- 
merce) Hoover as President Hoover. Debate 
raged for days as to whether it was a slip 
of the tongue or a subtle means whereby 
the laconic Cal indicated the choice of his 
successor. 


Tie These? 


Martin Samuelson, CPA, heard Collector 
Harry Westover tell this one. One of the 
taxpayers in California’s Sixth Collection 
District, at the time he filed his tax return, 
knew he had to move, but, housing condi- 
tions being what they are, did not know 
where he was going. So on his 1040, on 
the line for his address he put “unknown.” 
Six months later the indignant taxpayer 
wrote in to find out what had happened to 
the refund which his return clearly indi- 
cated was due him. 
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According to a Los Angeles newspaper 
dated December 15, a fifty-three-year-old 
woman attempted suicide, unsuccessfully, 
because she was “worried sick over income 
tax complaints.” 


According to the New York Times of 
December 28, 1947, the production of play- 
ing cards in 1947 was one hundred million 
decks. At thirteen cents a deck, the stamp 
tax is important revenue to the Treasury. 


Foreign Work 


Working in foreign countries never ap- 
pealed to the Shoptalker. It now appears 
that it may be expensive taxwise. See the 
Tax Court cases of Leacock [CCH Dec. 
16,178(M)] and Bolt [CCH Dec. 16,180(M)]. 


Louisiana 


A most interesting bit of history is found 
in the case of Harang [48-1 ustc { 9117]. 
Judge Lee, of the Fifth Circuit, analyzed the 
genesis of the Code of 1825, and we learn 
that as late as 1867, the acts of the Louisiana 
Legislature were printed in both English 
and French. 


Sad Story 


At the very outset of the tax course which 
we taught the last three months of 1947, 
we told the students that certain questions 
were bound to appear on the final term 
examination. The answers to the questions 
were not in the prescribed text, but appeared 
frequently in the daily papers. Therefore, 
knowledge could be imputed to any literate 
taxpayer. Yet these disheartening results 
appeared. 

One third could not give the names of 
the Secretary of the Treasury and the Com- 
missioner of Internal Revenue; one fourth 
did not know the name of the Collector of 
Internal Revenue for the district in which 
they resided; and a majority could not name 
the committee of the House of Represen- 
tatives which initiates tax legislation. 


As to some other questions on the quiz, 
we might shoulder part of the blame. Maybe 
we did not emphasize some points suffi- 
ciently. But for the four elementary points, 
we take no responsibility. The results are 
a symptom of public indifference to good 
government in general and taxation in par- 
ticular. Every one of those four questions 
should be within the ken of an eighth grader. 


Pot O’ Gold 


In answer to three recent inquiries, the 
famous “Pot O’ Gold” case is cited as Wash- 
burn [CCH Dec. 14,900], 5 TC 1333. (See 
“Pot O’ Gold in the Tax Court,” by Sey- 
mour S. Mintz, in Taxes—The Tax Maga- 
zine, October, 1946, at page 940.) 


Family Partnerships 


By the time this is printed, you probably 
will have seen much comment on the Mallary 
case [47-2 ustc J 9399]. Nevertheless, we 
want to add ours. It was tried in the United 
States District Court for the Middle District 
of Georgia, on November 13, 1947. First, 
we want to commend Judge T. H. Davis for 
the clarity of his charge to the jury. More 
important, we want to point out that there 
was a jury. 

Why, we ask, are jury trials of tax cases 
so rare? We would enjoy having some bar- 
rister expound this subject at length. 


It is our belief that our American jury 
system is badly managed, especially in crim- 
inal cases. But we would not scrap it en- 
tirely. Reform? Yes! Discard? No! The 
Mallary case is all on the side of the jury 
system; and since family partnerships are 
so frequently assailed unjustly, we would 
endeavor to get jury trials of such cases 
as a means to substantial justice. 


Something New 


On January 13, a client brought us the 
data from which he desired us to prepare 
the rather simple tax return for his aged 
uncle; and he wanted it immediately. The 
data indicated that a 1040 ES had been 
filed, and that payments were safely over 
the eighty per cent mark. Why, then, the 
haste? The answer was convincing, but 
novel. “When a man is ninety-one, he may 
go off at any second. I want him to sign 
the return while he’s able to do so. If 
we wait till March, it might have to go 
through probate.” 


Jacobson Case 


We really got a kick out of the Seventh 
Circuit decision [47-2 ustc { 9406]. 


In the first place, the idea of an individual's 
having a bond issue is most unusual. Cor- 
porations regularly put out bond issues; 
many people think individuals cannot. 


The big bang, however, came from the 
way Judge Major quashed the Commissioner 
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on the deductibility of certain travel and 
entertainment expenses. Read that part 
yourself, and share the fun. 


Seidman Does It Again 


The Seidman brothers frequently con- 
tribute articles to this magazine. J. S. 
(“Jack”) Seidman, in 1938, authored a 
tome entitled Legislative History of Federal 
Income Tax Laws, which was duly reviewed 
in the Shop. Now the same indefatigable 
worker has had published a smaller com- 
panion volume, Legislative History of Excess 
Profits Tax Laws. (See page 272 for re- 
view.) It is a sine qua non for any law 
library. However, it is our fervent prayer 
that there will never be any need for “a 
new and up-to-date edition.” Excess profits 
taxes are war babies—and we want no 
more wars! 


44-] USTC 1 9193 


We were looking for a word in our 
Winston Dictionary (College Edition) when 
an errant glance caught this on page 288. 
The aptness of this definition was too much 
for us. We just had to supply the italics: 
“dobson—a large, nerve-winged insect of the 
order Neuroptera, with powerful jaws.” 


Divorce and Community Property 


Community property is a grand reducer 
of income taxes, but its other aspects are not 
always so good. At times the system results 
in increased taxes, especially estate taxes. 


Divorce raises many problems, and unfor- 
tunately many lawyers are neglectful (or 
even ignorant) of the tax results. One at- 
torney told the Shoptalker quite bluntly: 
“If I represent the husband, I try to have 
him pay as little as possible; if I represent 
the wife, I try to get as much as I can 
for her. Unless they insist, I let them 
worry about the tax consequences.” And 
the attitude of the clients usually is “Get 
the divorce over with, quick”! Several years 
afterwards, when tax returns are audited, 
there is weeping and wailing and gnashing 
of teeth, and attempts to get modification or 
amplification of decrees. This is expensive, 
both in cash and in frazzled nerves. 

Here is a rather simple case, but typical: 
In 1940, John and Mary, using community 
funds, bought a house and lot for $4,600. 
Late in 1947, Mary divorced John. As part 
of the decree, John paid Mary $5,200, repre- 
senting one half of the market value of the 
realty, as competently appraised. Early in 1948, 
John sold the realty at its appraised value. 


Talking Shop 


Question: Who has how much gain? 


The first thing to do in any case involving 
divorce is to study the decree carefully. 
There may be some provisos. However, in 
this case, on the recited facts, the method 
of approach is to regard the realty as a 
partnership holding (though no 1065 is re- 
quired). Mary had a half interest in the 
property, which cost her $2,300, and sold 
it, for a capital gain of $2,900, in 1947. 
John’s basis is his share of the original 
cost plus the amount he paid Mary to get 
a free and clear title, a total of $7,500. He 
therefore has a capital gain of the same 
amount as Mary, but he has it in 1948. 


Now let’s take the opposite case. As part 
of the decree, John deeds to Mary his half 
interest. Then Mary sells the property 


Questions: (1) Has John made a taxable 
gift? (2) What is Mary’s capital gain? 


We would like you to try to answer those 
queries. Our columns are open to you. 


The most common form of trouble, from 
what we hear, arises from dependency 
credits. Let’s take some hypothetical, but 
concrete, figures. James, by court decree, 
is ordered to pay Mildred alimony of 
$100 per month, and also to support their 
minor child to the extent of $60 per month. 
He complies faithfully with the decree. He 
claims the child as a dependent when making 
out his 1040. Why not? He’s supporting 
the child, isn’t he? But Mildred has dif- 
ferent ideas. If it weren’t for the monthly 
remittance from James, she wouldn’t care 
where he was, and she emphatically doesn’t 
give a darn what he does. She has a $200 
per month job, and she claims she is spend- 
ing at least half of her earnings on the 
support of the child. “You can’t keep a 
child in school, decently clad and fed, on 
a beggarly $60 per month.” So, on the basis 
of furnishing the major part of the support, 
she claims the child as a dependent on her 
W-4 and 1040. The Collector is not much 
concerned as to who takes the dependency 
credit, but he knows that both can’t take it. 
Trouble ensues—plenty of it. It all could 
be so easily avoided if the decree plainly 
stated which parent was to take the de- 
pendency exemption. 

Scripture tells us that no man, by taking 
thought, can add to his stature. But any 
divorce court could add greatly to the peace 
of the litigants by taking thought of the 
income tax consequences. It might delay 
the final decree, but it would reduce supple- 
mental bickering. 


[The End] 
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Books... 


Excess Profits Tax 


Legislative Histroy of the Excess Profits 
Tax Laws 1946-1917. J. S. Seidman. 
Prentice-Hall, Inc., 70 Fifth Avenue, New 
York 11, New York. 1947. 414 pages. $15. 


The premise on which this book was 
written is that the best, and sometimes 
the only, way to ascertain the meaning 
of laws is to discover the intent of Con- 
gress in enacting those laws. In the often 
obscure field of federal excess profits tax 
law, Mr. Seidman undertakes to “reveal 
that intent through the mouth of Con- 
gress” by “placing under the thumb of 
all those interested everything of 
interpretive significance said to or by Con- 
gress and passed or rejected by it, from 
the beginning of excess profits tax legisla- 
tion (1917) to date.” 


This is a formidable job. Mr. Seidman’s 
approach differs from that of tax services 
and texts, all of which begin with the 
law and work out from it to rulings, 
court decisions and commentary; he has 
assembled the material on the formative 
stages of the law—in other words, his 
history builds up to the law. For example, 
one serious omission in most investigations 
of legislative history is not neglected here 
—the unenacted bill, “especially . . . the 
type of bill that is ultimately merged into 
the basic revenue act or is the prototype 
of a later enactment. Frequently, in the 
course of development of a basic revenue 
act, floor amendments are made at the 
last minute without any explanation. 
Often these floor amendments are merely 
provisions that have been nursed along 
in a separate bill. [They] may have been 
amply explained in committee reports, Con- 
gressional discussion, or hearings on the 
separate bill. If, therefore, a review of 
legislative history is confined only to 
material directly under the basic revenue 
act, a conclusion that Congress has not 
explained the provision is erroneous.” 


To control the bulk of his history with 
no sacrifice of comprehensiveness, Mr. Seid- 
man has pruned his material judiciously. 


.. Articles 


Provisions which have no legislative his- 
tory are eliminated; only the essential, sub- 
stantive items in the statutes are included; 
provisions similar in wording or scope, or 
identical in history, are treated jointly; 
mere parliamentary formalities or other 


irrelevancies are deleted from Congressional - 


discussion; hearings are presented in digest 
form. 


Generally, the material is organized 
under the applicable sections of the Code, 
act by act, beginning with the most recent. 
The excess profits tax acts of World War I 
are dealt with separately in the closing 
pages, and are related to the respective 
Code sections by cross references. 


Stock Values and Yields 


Stock Values and Yields for 1948 State 
Tax Purposes. Commerce Clearing House, 
Inc., 214 North Michigan Avenue, Chicago 
1, Illinois. 158 pages. $1. 


This book is issued as a supplement to 
the CCH Strate TAx Reports. It presents 
stock values and yields for use in the 
preparation of state and local personal prop- 
erty tax returns and state income tax re- 
turns, where applicable. The values are 
as of January 1, 1948, and therefore are 
true also as of December 31, 1947. The 
yields are the dividends paid during the 
calendar year 1947. Both values and yields 
have been compiled from reliable sources 
and carefully reported. 


While subject to slight adjustment by 
tax officials in debatable instances, the 
values are prima facie valid for use in 
preparing any ad valorem tax return of 
any state based upon actual values as of 
January 1, 1948. Dividend yields are based 
upon the definite record of payments made 
during the year 1947, subject to revision 
in the light of any subsequently disclosed 
action. All known special cases of liquidat- 
ing or stock dividends are explained by 
footnotes. 
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In all instances where both a value and 
a yield are available, both are reproduced. 
Where it is certain that no dividend was 
paid, such fact is indicated (i.e, yield— 
0.00). Values from Canadian stock ex- 
changes and yields payable in Canadian 
funds are shown by the addition of the 
letter “c” to the figures. 


Economist's View of National Debt 


The National Debt and the New Eco- 
nomics. Seymour E. Harris. McGraw-Hill 
Book Company, Inc., 33 West 42nd Street, 
New York 18, New York. 1947. 286 pages. 
$3.50. 


Our vast. public debt, while not to be 
dismissed as of no consequence, is not 
in itself as great a danger as the public 
“debt psychosis.” The average business- 
man in particular, says Mr. Harris, has 
fallen victim to this panic. It is the obliga- 
tion of the economist not only to search 
for economic truth but also to popularize 
that truth—and sometimes to counteract 
the propaganda of research groups em- 
ployed by those with axes to grind. 


The author’s assumption that the public 
debt is “too complicated for the average 
layman,” who must “accept the word of 
the experts, as he does on many other 
important public issues,” is likely to alien- 
ate—and limit—his reads, and is a bit 
incongruous with his hope that his book 
will be read by laymen as well as by pro- 
fessional economists. Fortunately, how- 
ever, his exposition of the debt is not as 
esoteric as he declares the subject to be. 


The problem, according to this book, 
concerns the clash of the businessman and 
the professional economist (and bears a 
suspicious resemblance to the much-dis- 
cussed clash of free enterprise and govern- 
ment controls). As concomitants of a 
rising public debt, the, businessman fears 
increased competition for private business, 
heavier tax burdens on higher incomes, in- 
flation and ultimate bankruptcy. The 
economist fears rather that the sharp 
curtailment in public spending will result 
in the waste of economic and human re- 
sources in unemployment, loss of income 
and loss of demand. Indeed, the “new 
economics” described here hinges on the 
factor of adequacy of demand. 


To subscribe to the “new economics” 
is to view a public debt of $260 billion 
as perilous only if it is ill managed. 
“Sound management requires that 
effects 


the administrators consider what 





Books 





their policies will have upon interest rates, 
maturities, amount outstanding, and 

on the economy. Before prescribing, 
the economic practitioner should observe 
the effects of financial policies upon the 
output of goods and services.” On balance, 
the author concedes, public debt may be 
onerous, but will be offset by the expansion 
of liquid assets for the maintenance of 
demand, the provision of necessary sources 
of money to support the economy, and the 
rise in income and savings. If the national 
income continues to develop at anything 
like the rate of increase of the past century, 
the nation can stand a much larger debt 
than the next fifty years will require. 
Above all, the “new economics” warns 
against departmentalization of our debt 
and our monetary policy. When demand 
is excessive, the government should “use 
all the weapons in its anti-inflationary 
arsenal, inclusive of subtraction of pur- 
chasing power through debt repayment.” 
When it is deficient, the government should 
subsidize demand and allow the debt to grow. 


Guide for Retailers 


’ Retailers Manual of Taxes and Regula- 
tions. Edited by Paul C. Olsen, Gladys M. 
Kiernan, Arthur Pite and Clyde T. Nissen. 
Institute of Distribution, 25 West 43rd 
Street, New York, New York. 1948. 202 
pages. $7.50. 


The tenth edition of the Retailers Manual 
returns to the convenient loose-leaf binder 
that enables the book to be kept up to 


date through the issuance of quarterly 
supplements. 


Like its predecessors, the manual is 
a compendium of data, in tabular form, 
on state and federal taxes and regulatory 
laws affecting retailers. Of primary in- 
terest to retail merchants, it contains much 
information valuable to those in other fields. 


The contents. include sections on federal 
and state sales, occupational and excise 
taxes; state chain store taxes; state 
business and occupational restrictions; fed- 
eral and state trade practice regulations; 
wage and labor restrictions; federal and 
state taxes on property, income and profits; 
and a new section on municipal sales and 
chain store taxes. 


Entertainers’ Record Book 


The Expense Diary. Benjamin T. Lake, 
634 Spring Street, Los Angeles, California. 
1948. 68 pages. $2.50. 
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especially for the keeping of tax records 
by musicians, and by the radio, movie and 
entertainment industries. It is modeled 
after a budget book for day-to-day entries 
—no complex bookkeeping, no legalistic 
explanations, no voluminous reading. It 
is the arrangement of the pages that will, 
at the end of the year, afford a financial 
picture of the stars’ income—from salaries, 
dividends and royalties—and deductions, 
with a page or more for the listing of 
deductible items. 


Arkansas Tax System 


Taxes in Arkansas. Arkansas Public Ex- 
penditure Council, 236 Hall Building, Little 
Rock, Arkansas. 1948. 169 pages. 

The fact that nearly every type of tax 
levied by state and local governments in 
this country is imposed in some form in 
Arkansas, is a symptom of maldistribution 
of revenue sources in the state. The chief 
defect in the state and local tax system, 
as pointed out in this survey, is its piece- 
meal structure. The General Assembly has 
failed to remove the maladjustments and 
inconsistencies which inadvertently have 
been incorporated into the tax system, 
largely because of lack of information upon 
which to base a corrective program. This 
deficiency the Public Expenditure Council 
has attempted to remedy by studying the 
present tax situation in Arkansas and 
recommending future action. 


Tax Facts— 
National and International 


Tax Systems. Commerce Clearing House, 
Inc., 214 North Michigan Avenue, Chicago 
1, Illinois. Eleventh Edition, 1948. 382 
pages. $15. 

This latest edition of Tax Systems pre- 
serves all the features of previous editions 
and contains a wealth of new material. 
Facts and figures on the tax structures of 
the federal government, each of the forty- 
eight states and the District of Columbia, 
and many foreign jurisdictions, are based 
on the latest data available. Striking prog- 
ress has been made during the past year 
in securing statistics on taxation in foreign 
countries, and a more extensive list is pre- 
sented here than at ary time since before 
the war. The treatment of domestic taxa- 
tion, too, shows notable improvements. The 
state tables cover income tax brackets and 
exemptions more fully, while the compara- 
tive tax tables have been brought up to date. 
Information on pari-mutuel betting and on 
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veterans’ and homestead exemptions is in. 
troduced in this edition. Throughout, al] 
tables have been carefully revised to achieve 
uniformity of style and arrangement. 


Estoppel 


“The Doctrine of Estoppel in Tax Cases.” 
Martin Atlas. Tax Law Review, New York 
University School of Law, Washington 
Square, New York 3, New York. October- 
November, 1947. 

Chiefly because misrepresentation of fact 
is a fault commoner to taxpayers than 
to the government, estoppel may affect 
taxpayers on many occasions and in many 
areas of law, while the government is 
affected but rarely. Opinions and rulings 
issued by the Treasury Department are 
particularly immune to estoppel. 

The author’s position as Senior Attorney 
in the Office of the Tax Legislative 
Counsel, Treasury Department, lends ur- 
gency to his argument that taxpayers may 
be entitled to certain protective measures 
to offset the advantage of the Treasury 
in this respect. Closing agreements and 
recoupments, the two major protections 
at present, have only limited application, 
Expansion of the closing agreement activi- 
ties and statutory clarification of the scope 
of recoupment, Mr. Atlas suggests, may 
meet the need of taxpayers in the fields 
where estoppel does not operate against 
the government. 


Insurance and Community Property 


“The Application to Life Insurance of 
Community Property Law.” Berkeley Cox. 
The Journal of the American Society of 
Chartered Life Underwriters, 1616 Wal- 
nut Street, Philadelphia 3, Pennsylvania. 
December, 1947. 

Among the pressing tax problems 
arise under community property law, 
ownership of life insurance policies and 
proceeds is not the least. The confusion 
is aggravated when the policyholder moves 
from a community property to a non-com- 
munity property state, or vice versa, and 
when more than one community is in- 
volved, as in the event of remarriage. 

Mr. Cox, associate counsel for the Aetna 
Life Insurance Company, explains some of 
the federal income and estate tax difficulties 
to be solved in regard to insurance. Resi- 
dents of states which have not as _ yet 
enacted community property statutes are 
cautioned that for owners of insurance, as 
well as for owners of other forms of prop- 
erty, the common law may prove the 
preferable system. 
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Administrative ... 


SUPREME COURT 


Motor vehicles: Motor carrier taxes.— 
Two Montana levies, one of $10 for each 
vehicle and the other on gross operating 
revenue, although in this case administered 
on the minimum basis of $15 per vehicle, 
do not unreasonably burden interstate com- 
merce in the case of a motor carrier regu- 
larly using the highways in exclusively 
interstate commerce. 


The taxes are clearly imposed for the 
privilege of using the highways and not 
for the privilege of engaging in interstate 
business. Hence, it is immaterial that the 
proceeds are allocated to the general fund 
of the state rather than to highway pur- 
poses, since use of the proceeds is of sig- 
nificance only when the nature of the 
exaction is in doubt.—Aero Mayflower Transit 
Company v. Board of Railroad Commissioners 
of Montana et al., 68 S. Ct. 167. 


APPELLATE AND LOWER COURTS 


State income tax: ‘Termination cost.— 
The District Court’s decision that Wiscon- 
sin state income taxes are allowable as a 
cost in determining the compensation due 
the contractor on its termination claim has 
recently been upheld. 


From the language of the Contract Set- 
tlement Act of 1944 and certain regulations, 
it appeared to the court that a contractor’s 
cost, to be included in fair compensation, 
was intended to be construed broadly and 
liberally. The contractor’s established ac- 
counting practices must be given due con- 
sideration, and all costs necessary to the 
conduct of the business.must be included 
except those precluded by the Statement 
of Cost Principles. Income taxes were no- 
where specifically excluded.—CCA-7. Allis- 
Chalmers Manufacturing Company v. United 
States, CCH GOvERNMENT CONTRACTS RE- 
PoRTS {J 60,412. 


Interpretations 


Estate tax: Account stated bar to suit 
to recovery for overpayment.—A case of 
apparently first impression was decided by 
the District Court for New Jersey when 
the action of decedent’s representative in 
consenting to the assessment and collection 
of a deficiency tax determined on a basis 
proposed by the representative was consid- 
ered as barring a subsequent suit for over- 
payment of estate tax. An account stated 
and settled had arisen to preclude the 
representative’s attempt to repudiate the 
transaction and estop it from maintaining 
the suit. 


This conclusion, based on principles of 
equity, was fortified by the fact that the 
representative did not attempt to repudiate 
the account until after the Commissioner’s. 
authority to assess a deficiency tax was 
barred by expiration of the three-year limi- 
tation period, which commenced to run 
after filing of the return. The Commis- 
sioner’s authority to assess a deficiency ter- 
minated on December 18, 1939, while the 
claim for refund was filed on January 20, 
1941. The latter date was still within the 
three-year limitation period for filing re- 
fund claims, as such period did not com- 
mence to run until January 31, 1938, the 
date of payment.—DC N. J. Bank of New 
York, Executor of the Estate of Edward R. 
Nichols, Deceased, Plaintiff v. United States, 
Defendant, 48-1 ustc J 10,596. 


Estate tax: Reduction in stock value in- 
sufficient for casualty loss.—In one of the 
first cases involving deductions for casualty 
losses incurred during administration of an 
estate, the United States Court of Claims 
held a shrinkage in value of stocks due to 
corporate war losses insufficient to give 
rise to deductible losses for estate tax pur- 
poses. 


Decedent held stocks in foreign corpora- 
tions doing business in France and Belgium. 
During administration of his estate, these 
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countries were overrun by the Germans. 
Two of the concerns were in the importing 
business, and their business declined dras- 
tically. One of the concerns was in the 
manufacturing business. The Germans took 
all of its machinery, and its plant was de- 
stroyed. The fourth concern was engaged 
principally as a selling agent for the manu- 
facturing concern, so its principal business 
was destroyed. 

Still, the court held, the most that could 
be said for the evidence was that it showed 
a reduction in value of the stocks, and not 
worthlessness. Therefore, a deduction under 
Code Section 812 (b) on account of a loss 
incurred through “other casualties” was 
denied. 


The court went on to hold Sections 127 
(added by Section 156 of the 1942 Revenue 
Act), which makes provision for treatment 
of property destroyed or seized during war 
operations, applicable only to cases involv- 
ing losses for income tax purposes and in- 
applicable to estate tax deductions. 


Dissenting in part from the majority’s 
opinion, Judge Littleton held that loss de- 
ductions should be permitted on account of 
the stock in the manufacturing concern and 
its selling agent—Ct. Cls. George J. Leewitz, 
Herman J. Donner and Harry Levine, Ex- 
ecutors of the Estate of Adolf W. E. B. Lee- 
witz, Deceased v. United States, 48-1 ustc 
J 10,598. 


STATE COURTS 


Use tax: Validity when U. S. government 
is vendor: Option to repurchase.—The use 
tax is levied upon the purchaser, and the fact 
that the United States Government is the 
- vendor does not affect the validity of a tax 
so imposed. 


An option to repurchase does not consti- 
tute an interest in the optioned property, and 
the exercising of the option is a complete 
purchase subject to use tax.—Calif. Pan 
American Airways, Inc. v. State Board of 
Equalization, CCH Catrorn1iA TAX REPORTS 
q 64-541. 


Franchise tax: Royalties from use of 
trade mark and trade name in State of 
Washington.—A California corporation sold 
its plant and equipment in the State of 
Washington, but permitted its successor in 
the State of Washington to use its trade 
mark and trade name on a royalty basis. 
The court held that royalties received from 
the use of such trade mark and trade name 
in a foreign jurisdiction are not subject to the 


—$ 


March, 1948 e 


California franchise tax.—Calif. Rainier Brew- 
ing Company v. McColgan, CCH CALIForNIA 
TAx Reports { 8-918. 


Franchise tax: Bonus deduction as busi- 
ness expense disallowed.—The California 
State Board of Equalization disallowed a 
bonus as a deductible expense where the 
bonus paid to the officers of a corporation 
was in direct ratio to the number of shares 
held by each officer and no dividends had 
ever been paid on the stock.—Calif. Matter 
of Appeal of San Diego Transit Mixed Con- 
crete Company, CCH CAttrorNIA TAX Re- 
PORTS § 8-916. 


Franchise tax: Mortgagee’s loss from 
purchases of property at foreclosure sale 
deductible—The California State Board of 
Equalization has ruled that a loss sustained 
from the sale of property previously acquired 
under a mortgage foreclosure is a deductible 
loss, notwithstanding that an addition to the 
reserve for bad debts had been established. 
—Calif. Matter of Appeal of Whittier Build- 
ing and Loan Association, CCH CALiIForNIA 
Tax Reports { 8-917. 


Property tax: Assessment of imports.— 
Assessment of imported newsprint still in 
unbroken packages in the warehouse does 
not violate Section 10 of Article I of the 
Constitution barring taxation by states on 
imports without the consent of Congress, 
since the taxing statute was enacted by Con- 
gress itself, exercising complete legislative 
control.—D. C. Mercury Press, Inc. v. Dis- 
trict of Columbia, CCH Dtstrict oF COLUMBIA 
TAx Reports { 25-048. 


Income tax: Net income.—The phrase 
“net income taxable by the State of Georgia” 
as used in the last proviso of Code Anno- 
tated, Section 92-3109 (c), means the net in- 
come allocated and apportioned to Georgia 
under Code Annotated, Section 92-3113, 
which is net income before deducting fed- 
eral income taxes. (Official Syllabus.)—Ga. 
Phillips v. General Electric Supply Corpora- 
tion, CCH Greorcta TAX Reports § 14-520. 


Property tax: Situs of partnership prop- 
erty.—For taxation purposes, a partnership 
is a distinct entity, and neither the residence 
of the partners nor their abstract intent is 
material in determining taxable situs. Part- 
nership property should be assessed as a 
whole against the partnership at the place 
where it conducts its business rather than at 
the places where the partners reside.—Ky. 
Walter G. Hougland & Sons v. McCracken 
County Board of Supervisors, CCH Ken- 
TUCKY TAx Reports ¥ 24-034. 
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a gift are not subject to income taxes. 
True, the person who pays the money may 
be subject to gift taxes—but that is another 
problem, and usually the rate of tax is 
much less and the benefits to be achieved 
are much greater. 


Treatment as Dividend 


If the excessive compensation is treated 
as a dividend by the recipient, are the 
monies received subject to tax? If so, 
to what extent? Distributions made by 
a corporation to a stockholder as dividends 
are taxable as ordinary income only when 
they are out of earnings of the current 
year or out of earnings accumulated since 
February 28, 1913. Any other distribution 
represents a return of capital, even when 
it is called a “dividend” and is first used 
to reduce the cost basis of the stock held 
by the recipient, with any excess treated 
on a basis of capital gain and loss. This 
often results in a maximum tax of twenty- 
five per cent, whereas ordinary income is 
taxable at rates in excess of eighty per cent. 


Treatment as Loan 


Should the excessive compensation be 
treated as a loan or be received under some 
other agreement to repay, the excessive 
amount need not be reported as income 
by the taxpayer. Nor would it be treated 
as a “dividend,” or be subject to a gift 
tax. Just how the Commissioner of In- 
ternal Revenue or the Tax Court will treat 
the matter, depends on the particular facts 
and circumstances of each case. No one 
fact makes for a specific conclusion. 


Position of Courts 


The position of the courts today can 
be summarized as follows: If the excessive 
payments were received by the recipient 
as compensation for services rendered, they 
are reportable as income by the recipient 
and taxable in full. That the corporation 
cannot deduct the payment is immaterial, 
and does not change the fact that the 
payment was made as compensation to the 
employee-stockholder. 


All of this brings us to the question 
of whether there is a satisfactory way to 
eliminate this problem. In 1947, a corpora- 
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tion pays a salary to an officer who reports 
it as income in 1947. He is in the seventy 
per cent bracket. The income tax returns 
are filed in March, 1948; an audit of the 
corporate returns is not made by the 
internal revenue agent until late 1949 or 
1950. Part of the salary paid in 1947 is 
then disallowed as excessive. If the cor- 
poration has to pay a tax on this disallowed 
amount, the combined tax could readily 
be 108 per cent on each dollar of income 
(thirty-eight per cent by the corporation 
and seventy per cent by the individual). 
This hardship was not intended by the 
internal revenue laws, and is not satis- 
factory from a business viewpoint. The 
results can be almost ruinous in some cases. 
From one point of view, this obstacle might 
be overcome by an agreement between the 
stockholder-employee and the corporate 
employer to the effect that it is the inten- 
tion of the parties to pay as compensation 
to the employee only such amount as is 
reasonable compensation for federal income 
tax purposes, and that if any portion of 
the compensation is finally determined as 
excessive by the Commissioner of Internal 
Revenue or a court of competent juris- 
diction, the excessive amount shall be re- 
paid by the employee to the corporation 
within a certain fixed period (e. g., thirty 
days) with interest at the legal rate or 
then prevailing rate, as the parties might 
agree. Whether this type of agreement 
will be upheld, must await a determination 
by the courts. But it clearly demonstrates 
what the parties actually have in mind 
when the payments are made, and in a 
proper case should go a long way toward 
eliminating the possibility of the double 
tax and the hardship which is encountered. 
Perhaps another answer to this problem 
would be for taxpayers to urge Congres- 
sional action to incorporate into the income 
tax laws a provision substantially along 
the lines of the agreement the writer has 
suggested. An inequity would be elimi- 
nated if the law provided that the double 
tax would not be imposed where (a) the 
parties in good faith have entered into 
an agreement that the excessive payment 
is not to be treated as compensation in 
the hands of the employee, and (b) the 
employee actually makes repayment with 
interest within a period of thirty 
after final determination of the issue. 


[The End] 
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taxes give rise to mendacity, to espionage, 
and to inquisitions that are vexatious, but 
they have one great virtue: direct taxes 
bring home to the taxed the meaning of 
taxation and of expensive governmental 
undertakings with certainty and power.” 


By 1916, the constitutionality of the new 
act was reviewed by the Supreme Court; 





and since this act was founded upon a 
Constitution amended as a result of the 
Farmers’ Loan and Trust Company case, it 
stood the judicial test... But, as Kipling 
would say, that is another story. 

[The End] 


7 Brushaber v. Union Pacific Railroad Com- 
pany [1 ustc § 4], 240 U. S. 1 (1916). 








Future Legislation 


It may be expected that the Supreme 
Court eventually will provide the answer to 
the questions discussed in this article unless 
legislation first makes an answer unneces- 
sary.“ Such legislation might specifically 
and directly exempt the Tax Court from 
part or all of the provisions of the act, al- 
though this would be a departure from the 
iundamental approach of the sponsors’ of 
the act, placing exemptions on a functional 
rather than on an agency basis.” Or the 
legislation might take the Tax Court out- 
side the act by making it a court in fact as 
well as in name.“ Such a proposal was em- 


bodied in the Judiciary Bill, H. R. 3214, 





%® A petition for a writ of certiorari to the 
Third Circuit Court of Appeals in Glenshaw 
Glass Company v. Commissioner, filed January 
17, 1948, raises a question of the applicability 
of the Administrative Procedure Act to judicial 
review of Tax Court decisions. 


*” See H. Rept., Legislative History, p. 250. 
‘*Functional classifications and exemptions have 
been made, but in no part of the bill is any 
agency exempted by name. where one 
agency has shown that some particular opera- 
tion should be exempted from any particular 
requirement, the same function in all agencies 
has been exempted. No agency has been fa- 
vored by special treatment.’’ 


41See Williams v. U. S., 289 U. S. 553, 565, 
where the Court says that by the provisions 
of the Tucker Act “‘it is made plain that the 
Court of Claims, originally nothing more than 
an administrative or advisory body, was con- 
verted into a court in fact as well as in name.”’ 
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which was passed by the House of Repre- 
sentatives in the First Session of the Eigh- 
tieth Congress,” and is now pending before 
the Senate. 

Since the bar has generally regarded Tax 
Court procedures as satisfactory, any legis- 
lation relating to the court will probably 
leave these unchanged. The same is not 
true of the standard of review accorded Tax 
Court decisions under the Dobson rule. 
Dobson was intended to bestow upon Tax 
Court decisions the same degree of finality 
generally accorded determinations of other 
agencies—not a greater degree. If the Ad- 
ministrative Procedure Act standard of re- 
view applied to decisions of other agencies, 
but some lesser standard to Tax Court de- 
cisions, the situation would indeed be 
anomalous. Accordingly, it seems likely that 
legislation affecting the Tax Court will adopt 
either the substantial evidence rule of the 
Administrative Procedure Act, or the stand- 
ard applied to review of Federal District 
Court decisions.“ In either case, Dobson 
seems doomed. 


[The End] 


42 See debate on bill in the House in Congres- 
sional Record, July 7, 1947, pp. 8850 et seq., 
discussing the effect of the Administrative Pro- 
cedure Act and the Lincoln Electric case on the 
Dobson rule and Tax Court procedures. 

43 Section 1294 of H. R. 3214, 80th Congress, 
1st Session, would make Tax Court decisions re- 
viewable ‘‘in the same manner and to the same 
extent as decisions of the District Courts in 
cases tried without a jury.’’ See F. R. C. P. 52. 
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State Tax Calendar 


ALABAMA 
April 1—— 
Automobile dealers’ report due. 


April 10—— 

Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Bank income tax return due (last day). 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


April 15—— 
Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 
Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 
Motor carriers’ mileage report and tax 
due. 
Oil and gas conservation tax report and 
payment due. 
Oil and gas production tax report and 
payment due. 
April 20—— 
Automobile dealers’ report due. 
Carbonic acid gas report and payment 
due. 
Coal and iron ore m‘ning tax report and 
payment due. 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
Jasper occupation tax return and pay- 
ment due. : 
Lubricating oils tax report and payment 
due. 
Motor fuel tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 
April 30—— 
Forest products severance tax report and 
payment due. 
Franchise tax payment due (last day). 


ARIZONA 
April 1 
Insurance companies’ premiums tax re- 
port and payment due. 
Mining corporations’ report due (last day). 


State Tax Calendar 


1948 APRIL = 1948 
| Suet. MON. TUE WED. THU. FRL_ SAT. | 


SUM. MON. TUE. WED. THU. FRI. SAT. 


«en» ¢e €P €D 1 Q 3 
45678 9 10 
11 12 13 1415 1617 
18 19 20 21 22 23 24 
25 26 27 28 29 30 «» 
April 5—— 

Alcoholic beverages licensees’ report due. 
April 10—— 

Wholesalers of malt, vinous and spirituous 

liquors, report and payment due. 

April 15—— 

Gross income report and payment due. 
April 20—— 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 
April 25—— 

Motor vehicle fuel distributors’, whole- 


salers’ and carriers’ report and pay- 
ment due. 


ARKANSAS 


‘April 10—— 


Alcoholic beverages report due. 

Motor, fuel carriers’ report due. 

Property tax return due. 

Statement of purchases of natural re- 
sources. 


Third Monday. 
Bank share tax installment due. 
Property tax installment due. 
April 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
April 25—— 
Motor fuel tax report and payment due. 


Natural resources severance tax report 
and payment due. 


CALIFORNIA 
April 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
Insurance companies’ premiums tax addi- 
tional report due. 
April 15—— 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic bev- 
erages imported due. 
Distilled spirits report and tax due. 
Gift tax return due. 
Motor carriers of property for hire, report 
and payment of gross receipts tax due. 
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Off-sale general liquor licensees’ quarterly 
report due (last day). 

Personal income tax return 
installment due. 

Use fuel tax report and tax due. 


April 20—— 
Motor carriers’ gross receipts report and 
tax due. 


Real property tax semiannual installment 
due (last day). 


April 30-—— 
Private car tax report due. 
Sales tax report and payment due. 
Use tax report and payment due. 





and first 





















COLORADO 

April 5—— 

Alcoholic beverage manufacturers’ report 

due. 

Motor carriers’ tax due. 
April 10—— 

Motor carriers’ report due. 
April 14— 


Sales tax report and payment due. 
Use tax report and payment due. 


April 15—— 
Coal mine owners’ report due. 
Coal tonnage tax and report due. 
Denver sales tax report and payment due. 


Income tax return and first installment 
due. 


April 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 

















April 30—— 
Property tax (last day to pay in one 
installment without penalty). 








CONNECTICUT 







April 1 
Cable, car, express, telegraph and tele- 
phone corporations’ tax return due. 

Gasoline tax due. 

Income (franchise) tax return and pay- 
ment due, 

Insurance companies’ premiums tax due 
from foreign companies. 














April 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 






April 20—— 
Alcoholic beverage tax return and pay- 
ment due. 


Sales and use tax return and payment due. 
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DELAWARE 





April 1 
Motor vehicle registration fee due. 
Railroad tax installment due. 


April 15—— 
Filling stations’ gasoline tax report due. 


Manufacturers and importers of alcoholic 


beverages, report due. 
April 30—— 
Distributors’ gasoline tax report and 
payment and carriers’ report due. 


Income tax return and first installment 


due. 
Information (annual) return due. 


DISTRICT OF COLUMBIA 
April 10—— 

Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 

April 15—— 

Beer tax due. 

Income (franchise) tax return and first 
installment due. 


Income tax return and first installment 
due. 


Unincorporated business tax return and 
first installment due. 
April 25—— 
Gasoline tax report and payment due. 


FLORIDA 
April 1 
Auto transportation companies’ 
and tax due. 
Property tax payment due (last day). 
Property tax return due. 





report 


April 10—— 
Agents’ and wholesalers’ cigarette tax 
report due. 
Manufacturers’ and dealers’ alcoholic 


beverages report and tax due. 
April 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


April 25—— 
Gasoline sales tax and storage tax report 
and payment due. 


Oil and gas production tax report and 
payment due. 
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GEORGIA 
April 1 
Motor vehicle registration fee due. 
Property tax return due (last day except 
in counties of 200,000 or more). 
April 10— 
Cigar and cigarette wholesale dealers’ 
report due. 
Distilled spirits wholesale dealers’ report 
















due. 
Motor carriers’ report due. 
April 15—— 
Malt beverage tax report due. 
April 20—— 





Gasoline tax report and payment due. 






IDAHO 





April 15— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ 
tax due. 
Gasoline tax report and payment due. 
Motor carriers’ gross receipts tax quar- 
terly installment due. 
April 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 







report and 












April 1 
Railroad companies’ mileage report on 
private car lines due. 
April 10—— 
Motor carriers’ mileage tax report and 
payment due. 


April 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 
April 20-—— ; 
Gasoline tax report and payment due. 
April 30-—— 
Gasoline transporters’ tax report due. 
Private car lines’ property tax report due 
(last day). 
Railroad companies’ property tax report 
due (last day). 


















































































INDIANA 





April 1 
Alcoholic vinous beverage tax due. 
Foreign bridge and ferry companies’ prop- 

erty tax return due. 
Public utilities’ property tax return due 
(last day). 
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April 10—— 
Cigarette distributors’ interstate business 
report due. 
April 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 
April 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 
April 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 


April 30—— 
Gross income tax report and payment 
due. 
IOWA 
April 1 





Bank share tax assessment and report 
due (last day). 
Motor carriers’ additional tax due, 
Pipe line companies’ property tax report 
due. 
Property tax first installment due. 
Railroads’ property tax report due. 
April 10—— 
Carriers’ gasoline tax report and tax due. 
Class “A” permittees’ beer tax report and 
payment due. 
April 20—— 
Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 


KANSAS 
April 10—— 
Malt beverage report due. 
April 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 
Income tax return and first installment 
due. 


Motor carriers’ gross ton mileage tax 
report and payment due. 
April 20—— 
Motor carriers’ property tax return due. 
Sales tax report and payment due. 
Use fuel report and payment due. 
April 25—— 
Gasoline tax report and payment due. 
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KENTUCKY 
April 10—— 
Amusement and 
and tax due. 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


April 15—— 

Alcoholic beverage report due. 

Corporation license tax report due. 

Fuel use tax report and payment due. 

Income tax return and first installment 
due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax report 
and payment due. 


April 20—— 
Cigarette wholesalers’ report due. 


Oil production tax report and payment 
due. 


April 30—— 
Dealers’ and transporters’ gasoline tax 
report and payment due. 


entertainment report 


LOUISIANA 
April 1 
Property tax return due. 
Railroad car mileage report due (last 
day). 
Soft drinks tax report due. 
Tobacco tax report due. 


April 10—— 
Importers’ beer report due, 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


April 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Gift tax return and payment due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


April 20—— 

Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax and report due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment 
due. 
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April 30—— 

Carriers’ quarterly report and payment 
due. 

Gas gathering tax report and payment 
due. 

Natural resources and severance tax re- 
port and payment due. 

Petroleum products report and tax due. 

Public utility and pipe line report due. 


MAINE 
April 1 
Parlor car companies’ tax due. 


April 10—— 
Malt beverage manufacturers’ and whole- 
salers’ report due. 


April 15—— 

Bank share tax report due. 

Express companies’ tax due. 

Telephone and telegraph companies’ and 
railroads’, including street railroads’, 
statement of gross receipts due. 

Use fuel tax report and payment due. 


April 30—— 
Gasoline tax report and payment due. 
Road tax report and payment due. 


MARYLAND 
April 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 


April 15—— 

Bank share tax report due. 

Corporations’ property tax return due. 

Domestic corporations’ franchise tax re- 
port and payment due. 

Foreign corporations’ report and filing 
fee due. 

Income tax return and first installment 
due. 

Sales and use tax report and payment 
due. 


April 30—— 
Gasoline tax report and payment due. 
Purchasers of cargo lots of motor fuel, 
report due. 


MASSACHUSETTS 
April 1 
Marine or fire and marine 
companies’ return due. 


April 10—— 
Alcoholic beverage excise tax report and 
payment due. 
Excise (income) tax return and first in- 
stallment due. 
Meals excise tax report and payment due. 
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April 20-—— . 
Cigarette tax report and payment due. 


April 30-—— 
Motor fuel tax report and payment due. 


MICHIGAN 





April 1 
Chain store tax due. 
Insurance companies’ premiums tax due 


(last day). 
Intangibles tax return and payment due. 
April 5—— 
Carriers’ gasoline statement due. 
April 10—— 


Common and contract 
and fee due. 


April 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
April 16—— 
Grain tax return due (last day). 
April 20—— 
Cigarette report and tax due. 
Diesel fuel users’ report and payment due. 
Distributors’ gasoline tax report and 
payment due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report and 
payment due (last day). 


carriers’ report 


MINNESOTA 





April 1 
Foreign corporations’ report and fee due 
(last day). 
April 10—— 
Wholesalers’, brewers’, and manufactur- 
ers’ alcoholic beverage report due. 





April 15—— 

Interstate motor carriers’ mileage tax due. 
April 20-—— 

Cigarette tax and report due. 
April 23 

Distributors’ gasoline tax report and 


payment due. 

Special use fuel tax report and payment 
due. 

Tractor fuel sellers’ report due. 


April 30-— 


Insurance companies’ premiums tax due. 





MISSISSIPPI 





April 1 
Bank share tax report due. 


Car companies’ property tax return due. 


Property tax return due.. 


State Tax Calendar 








First Monday 
Railroads’ and utilities’ property tax due. 


April 5—— 
Factories’ report due. 


April 10—— 
Admissions tax report and payment due. 


April 15—— 

Carriers’ gasoline tax report and payment 
due. 

Manufacturers, distributors and 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


April 20 
Gasoline distributors’, refiners’, and proc- 
essors’ report and payment due. 
April 25—— 
Oil severance tax and report due. 





whole- 





MISSOURI 





April 1 
Express companies’ gross receipts tax 
report and payment due. 
St. Louis personal property tax return 
due (last day). 


April 5—— 
Nonintoxicating beer permittees’ report 
due. 


April 10—— 
Oil inspection tax report and payment 
due. 


Receivers of petroleum products, report 
due. 


April 15—— 
Alcoholic beverage sales report due. 
Retail sales tax report and payment due. 


April 25—— 
Use fuel tax report and payment due. 


April 30 
Gasoline distributors’ 
ment due. 
Soft drinks manufacturers’ 
payment due. 





report and pay- 


report and 


MONTANA 

April 1—— 
Moving picture 
and tax due. 
Railroads’ property tax return due. 


issued 


licenses 


theatre 
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April 15—— 

Brewers, wholesalers and transporters of 
beer, report and payment due. 

Carriers’ gasoline tax report due. 

Electric companies’ report and tax due. 

Gasoline tax report and payment due. 

Metalliferous mines license tax report 
due. 

Motor carriers’ additional fee due. 

Personal income tax return and _ first 
installment due. 


April 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 
April 30—— 
Cement producers’ and dealers’ tax re- 
port and payment due. 
Coal mine operators’ tax report and pay- 
ment due. 
Freight line companies’ property tax re- 
turn due (last day). 
Freight line and express companies’ re- 
port due (last day). 
Oil producers’ license tax report and 
payment due. 
Telegraph and natural gas companies’ tax 
and report due. 





NEBRASKA 
April 1 
Railroad property tax return due. 
April 10—— 
Cigarette distributors’ report due. 
April 15—— 


Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 

Carriers’ gasoline tax report due. 

Foreign corporations’ list of stockholders 
due. 

Gasoline tax report and payment due. 

April 20—— 
Car companies’ report due. 
Property tax return (intangibles) due. 


and 





NEVADA 
April 10 
Liquor report by out-of-state vendors 
due. 
April 15—— 


Carriers’ gasoline tax report due. 

Manufacturers’ and importers’ alcoholic 
beverage report due. 

Toll roads and bridges quarterly report 
and tax due. 


April 25—— 


Dealers’ gasoline tax report and payment 
due. 


Fuel users’ tax report and payment due. 
284 





March, 1948 e@ 


NEW HAMPSHIRE 

April 1 

Corporation report due. 
Franchise tax due. 


April 10—— 

Manufacturers’, wholesalers’ and_im- 
porters’ alcoholic beverages report due; 
wholesalers’ payment due. 

National bank share tax report due. 


April 15—— 
Property tax return due (last day). 
Use fuel tax report and payment due. 
April 30—— 
Motor fuel report and tax due. 





NEW JERSEY 





April 1 
Marine insurance companies’ report due. 
Motor vehicle registration and fee due. 
Railroad companies’ franchise tax report 

of revenue due. 


April 10—— 
Busses (interstate) report and excise tax 
due. 
Jitneys (municipal) gross receipts report 
and tax due. 


April 15—— 
Financial business tax and report due. 
Franchise tax and report due. 


April 20—— 
Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 


April 25—— 
Busses (municipal) gross receipts report 
and tax due. 


April 30—— 
Carriers’ gasoline tax report due. 


Distributors’ gasoline report and pay- 
ment due. 


NEW MEXICO 
April 1 
Income tax information return due. 
Merchants’ license tax quarterly install- 
ment due. 


April 15—— 


Income tax report and first installment 
due. 


Occupational gross income tax report 
and payment due. 


Oil and gas conservation report due. 
Severance tax and report due. 
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April 20—— 

Electric, gas, water and steam companies’ 
inspection fee due. 

Motor carriers’ report and tax due. 

Pipe line operators’ license tax due. 


April 25—— 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


April 30-— 






































Bank share tax second installment due 
(last day). 

Oil and. gas well production tax report 
due. 










NEW YORK 





April 1—— 
Foreign insurance companies’ premiums 
tax report and payment due. 
New York City semiannual installment 
of property tax due. 









































April 15—— 
Personal income tax return and_ first 
installment due. 
Unincorporated businesses’ tax return 











and payment due. 


April 20—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax and re- 
port on room rental in hotels, apart- 
ment hotels and rooming houses due. 
New York City sales and use tax return 
and payment due. 


April 25—— 
Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 
April 30—— 
Gasoline tax report and payment due. 



















































































NORTH CAROLINA 
April 1—— 
3uilding and loan 
tax due. 


Insurance companies’ and agents’ license 
fee due. 


April 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


April 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
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aSsociations’ license 



















April 20—— 





gasoline 
payment due. 
Use fuel tax report and payment due. 


Distributors’ tax report and 


April 30— 


Electric light, power, street railway, gas, 
water, sewerage and telephone com- 
panies’ report and tax due. 


NORTH DAKOTA 


April 1 
Fire marshal tax due. 
Foreign corporations’ 

day). 





report due (last 


April 10—— 
Cigarette distributors’ report due. 
April 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 


Interstate motor carriers’ tax due. 
Motor carriers’ permit fee due. 


April 20—— 


Sales tax report and payment due. 
Use tax report and payment due. 


April 25—— 
Use fuel tax report and payment due. 





OHIO 
April 1 
Motor vehicle registration fee delinquent. 
April 10—— 


Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage report due. 


April 15—— 
Cigarette use tax and report due. 
Use tax report and payment due. 


April 20—— ; 
Dealers’ gasoline tax report due. 


April 30—— 
Carriers’ gasoline tax report due. 
Columbus employers’ withholding tax due. 
Gasoline tax due. 
Toledo employers’ 
and tax due. 


withholding return 





OKLAHOMA 
April 1 
Property tax second installment delin- 
quent. 
April 5—— 
Operators’ report of mines other than 
coal due. 
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April 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and 
vending machine owners’ report due. 


April 15—— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


April 20— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


April 30—— 
Cotton manufacturers’ report and tax 
due. 
Oil, gas and mineral gross production 
report and payment due. 


OREGON 
April 1- 
Common and contract 
report due. 
Insurance companies’ premiums tax due. 
Public utilities’ report due. 


April 10—— 
Oil production tax report and payment 
due. 


April 15—— 
Excise (income) 
installment due. 
Forest products severance tax report and 
remittance due. 
Personal income tax return and _ first 
installment due. 


April 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
April 25—— 
Gasoline tax report and payment due. 
April 30—— 
Withholding 
due. 


carriers’ annual 


tax return and first 


tax return and payment 
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PENNSYLVANIA 
April 1 
Motor vehicle registration fee due. 
Pittsburgh and Scranton property tax 
delinquent. 


April 10—— 
Importers of spirituous and vinous liq- 
uors, report due. 
Malt beverage report due. 
Soft drinks tax report due. 


April 15—— 

Employers’ return of tax withheld at the 
source under Philadelphia income tax 
due. 

Income tax return and first installment 
due. 

Manufacturers’ alcoholic beverage 
report and payment due. 

Second installment of Scranton income 
tax due. 


April 30—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


tax 


RHODE ISLAND 
April 1 
Banks’ excise tax return and payment 
due. 
Insurance companies’ premiums tax re- 
turn and payment due. 
Public utilities’ tax report and payment 
due. 


April 10-—— 
Manufacturers’ alcoholic beverage report 
due. 


April 15—— 
Gasoline tax report and payment due. 
Gift tax payment due. 
April 20-—— 
Sales and use tax return and payment 
due. 
April 30 
Corporations employing five 
persons, report due. 


or more 


SOUTH CAROLINA 
April 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
Chain store tax return and payment due. 
Domestic corporation license tax due. 


April 10-— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 


Power tax return and payment due (last 
day). 
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April 20-—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 







tax Users of fuel oil, tax return and payment 
due. 
liq- SOUTH DAKOTA 
April 1 








Motor carriers of passengers, tax due. 
Private car lines’ gross receipts tax and 









report due. 
the § April 10—— 
tax Interstate motor carriers’ report and tax 
due. 
nent 
April 15—— 





Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Occupational retail sales tax quarterly 
return and payment due. 

Use fuel tax report and payment due. 

Use tax quarterly return and payment 
due. 


April 20—— 
Passenger mileage tax due. 


April 30-——— 
Dealers’ gasoline tax report due. 
Mineral products severance tax report 
and payment due. 
Property tax first installment due (last 
day). 
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TENNESSEE 





ue. 





April 1 
Motor vehicle registration and fee due. 
Public utilities’ property tax report due. 


April 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


April 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 


April 20—— 

Bank share tax report due. 

Distributors’ gasoline tax 
payment due. 

Liquid carbonic acid gas tax due. 

Manufacturers’ property tax return due. 

Oil production tax report and payment 
due. 

Property tax return due. 

Sales and use tax report and payment 
due. 
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April 30— 


Bank share tax due (last day). 


TEXAS 





April 1 

Commercial and collection agencies’ tax 
report and payment due. 

Contract carriers’ occupation tax report 
and payment due. 

Motor vehicle registration fee due. 

Public utilities’ tax report and payment 
due. 

Radios, cosmetics and playing cards tax 
report and payment due. 

Sulphur production tax report and pay- 
ment due. 

Textbook publishers’ tax report and pay- 
ment due. 


April 15—— 

Oleomargarine dealers’ report and tax 
due. 

April 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
' tax report and payment due. 

April 25—— 
Admissions tax report and payment due. 


Carbon black production tax report and 
payment due. 


Cement distributors’ tax report and pay- 
ment due. 


Natural gas production tax report and 
payment due. 


Prizes and awards of theatres, tax report 
and payment due. 
April 30—— 
Bank share tax report due (last day). 


Oil production tax report and payment 
due. 


Property tax return due (last day). 


UTAH 

April 10—— 

Carriers’ use fuel tax report due. 

Liquor licensees’ report due. 
April 15—— 

Use fuel tax report and payment due. 
April 25—— 

Carriers’ gasoline tax report due. 

Distributors’ and retailers’ gasoline tax 

report and payment due. 
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VERMONT 
April 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
April 15—— 
Electric light and power companies’ re- 
port and tax due. 
Railroad, transportation and _ telephone 
companies’ tax due. 





April 20—— 

Property tax return due (last day). 
April 30—— 

Gasoline tax report and payment due. 

VIRGINIA 

April 1 

Insurance companies’ premium tax due. 
April 10—— 


Beer dealers’, bottlers’ and manufactur- 
ers’ report due. 


April 15—— 


Corporation income tax return due. 
Motor carriers’ tax due. 


Motor vehicle registration and fee due. 
April 20—— 

Carriers’ gasoline tax report due. 

Use fuel tax report and payment due. 


April 30—— 


Gasoline tax report and payment due. 
Motor carriers’ quarterly road tax and 





report due. 
WASHINGTON 
April 1 
Public utilities’ special report and fee 
due. 


Steamboat companies’, wharfingers’ and 


warehousemen’s tax report and payment 
due. 


April 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 


April 15—— 
Auto transportation 
and payment due. 
Butter substitutes report and payment 
due. 


Wholesalers’ cigarette drop shipment re- 
port due. 
April 20—— 
Use fuel tax report and payment due. 
April 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


companies’ report 
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WEST VIRGINIA 
April 1 
Public service corporations’ property tax 
return due. 
Public utilities’ report and tax due. 


April 10—— 
Alcoholic beverage tax report and pay- 
ment due. 


April 15—— 
Cigarette use tax report and payment 
due. 
Sales tax report and payment due. 


April 30—— 
Foreign corporations’ report due. 
Gasoline tax report and payment due. 
Occupational gross income tax quarterly 
report and payment due. 





WISCONSIN 
April 1 
Cooperative associations’ report due. 
Domestic and foreign corporations’ re- 
port due (last day). 
Motor carriers’ flat tax due. 


April 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufactur- 
ers’ report due. 
Oleomargarine tax report and payment 
due. 


April 15—— 

Gift tax return due. 

Property tax report of railroad, tele- 
graph, sleeping car, express, street rail- 
way, light, heat, power, air carrier and 
conservation and regulation companies 
due. 


April 20—— 
Gasoline tax report and payment due. 





WYOMING 





April 1 
Bank share tax report due. 
Pipe line companies’ property tax return 
due. 
Public utilities’ property tax return due. 
Telegraph and telephone companies’ prop- 
erty tax return due. 


April 10 
Carriers’ gasoline tax report due. 

April 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 

ment due. 
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April 10—— 

Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. Employer 
has option of paying tax withheld dur- 
ing March directly to collector when 
filing quarterly return for January- 
March. 


April 15—— 


Return of stamp account by brokers, 
dealers in securities, etc., due for pre- 


ceding month. Form 828. 


Due date, by general extension, of returns 
for year ending October 31 in the case 
of (1) foreign partnership; (2) for- 
eign corporations which maintain an 
office or place of business in the United 
States; (3) domestic corporations 
which transact their business and keep 
their records and books of accounts 
abroad; (4) domestic corporations 
whose principal income is from sources 
within the possessions of the United 
States; and (5) American citizens re- 
siding or traveling abroad, including 
persons in the military or naval service 
on duty outside the United States. 
Forms: (1), Form 1065; (2)-(4), Forms 
1120; (5), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
November 30 in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 

Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for March. Form 957. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the preced- 
ing month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceeding month. 


April 30—— 

Returns for excise taxes due for March. 
Forms 726, 727, 728, 728(a), 729, 932. 

Employer’s quarterly return and pay- 
ment (by depositary receipts or cash) 
of tax withheld on wages of employees 
during preceding quarter, Form W-1. 

Quarterly returns of tax withheld at 
source under Code Sections 143 (tax- 
free covenant bonds, nonresident aliens) 


and 144 (nonresident foreign corpora- 
tions). Forms 1000, 1001 and 1012. 
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